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Hefty® Serve 'n Store™ Disposable Tableware

New Hefty® Serve ‘'n Store™ products open up an entirely new category of tableware
that's equally comfortable on the table, in the refrigerator, or with the Serve ‘'n Store™
Everyday line, in the microwave. With its revolutionary, patent-pending interlocking rim design,
every Serve ‘n Store™ plate is a lid, and every lid is a plate.
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Pactiv Air® 5000 System

productive

The Pactiv Air® 5000 inflatable void-fill system provides excellent packaging protection, on-demand convenience,
and cost savings versus alternate materials. Fifty-foot-persecond speed, ease of operation, reliability, and
compressor-free portability add up to maximum productivity and competitiveness for our customers.
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Hefty® Ultra Flex™ Waste Bags
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Thick, strong, and flexible. Fewer tears, punctures, and leaks. With material that's 20% thicker than
the competition, a consumer-preferred drawstring closure system, and the power of the Hefty® brand
Ultra Flex™ waste bags are a winning product line and a platform for sales growth.



Newspring VERSAtainer®

customer driven

In March 2005, Pactiv acquired Newspring Industrial Corp., a leading manufacturer of injection
molded polypropylene products for use in the take-out, delicatessen, and foodservice markets.
This acquisition allows Pactiv to expand its customer offering and position in the fast growing market for
polypropylene products by adding proprietary thin-wall injection molding technology to our capabilities.
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At Pactiv, we é;féate simple solutions that help simplify your life. With
strong growth and productivity in 2004, we performed with resilience and
strength. Pactiv Corporation (NYSE: PTV) is a leading producer of specialty
packaging products with sales of $3.4 billion and operations in 16 countries.
Pactiv is a market leader in the packaging industry with its focus on Hefty®
Consumer Products, Foodservice/Food Packaging, and Protective and
Flexible Packaging. With one of the broadest product lines in the specialty
packaging industry, the company derives more than 80% of its sales
from product lines in which it holds the No. 1 or No. 2 market-share position.
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Letter to Shareholders
Richard L.Wambold, Chairman & Chief Executive Officer

DEAR SHAREHOLDERS:

At Pactiv Corporation, we have consistently delivered strong financial results, year after year.
As much as you have come to expect it of us, we demand excellence from ourselves. In many
ways, 2004 was no exceptiocn — we posted an 8% growth in sales, including a 4% increase in
volume, and $287 million in free cash flow*. Our product portfolio is stronger than ever, operating
costs have been reduced, and we've invested significantly for the future, helping to ensure our
long-term growth.

Yet, 2004 was a year that challenged us like no other. Partially masking what was otherwise a year
of excellent business performance was an unprecedented $110 million surge in raw-material
costs... a challenge we expect will continue into 2005. We passed much of these costs through
with higher pricing and made excellent progress on our productivity programs, but in the end, we
fell short of our earnings target for the year.

A disappointment, yes. Yet often, tough times define who we are and, no doubt, 2004 was a defining
moment for us, Qur team faced these cost challenges with quick thinking, strategically smart
decisions, and an incredible amount of hard work to increase productivity, grow sales, and
improve pricing. I'm extremely proud that we did not — nor will we — surrender our long-term
mission by cutting investments to boost short-term results.

instead, we continued to develop and introduce exciting new products and took critical steps to
further enhance our product deveiopment capability. We strengthened customer partnerships
and service capabilities. We invested in productivity and efficiency improvements. And we
generated significant cash, returning $230 million of it to shareholders by repurchasing more
than 10 million shares of our stock.
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Despite far from ideal circumstances, we delivered on most of our key financial objectives.
Through the actions we took last year and those we have already taken and will take in 2005,
Pactiv is strong and poised to reap healthy returns for years to come.

GROWTH

New products across our businesses have accounted for more than half of our sales growth over
the past two years. The real news is that this is only the beginning.

In 2004, we launched more than 50 new products across the segments we serve, including our new
thick, sirong, and stretchable Hefty® Ultra Flex™ waste bag line. We expanded our product offering
in the fcod away from home market, and delivered new packaging for fast-food restaurants. And
we continued to strengthen our inflatable packaging offering in our protective packaging unit.

In 2C05, we will again introduce a strong slate of new products, bolstered by a significant
increase in our investmentin new product support. We believe that over the next several years our
new Hefty® Serve ‘'n Store™ tableware (highlighted on pages 16 and 17 of this report) will develop
into a2 $100 million product line. In addition to adding to our sales, new products will strengthen
share in their respective markets and add to the long-term strength of the Hefty® brand.

To maintain our potential for continued growth, in 2004 we built a new, state-of-the-art product
development center in the Chicago area. As a result, product development and marketing will
work closely as a single team to elevate our product innovation efforts to new heights.These
synergies, coupled with the addition of talent recruited last year, will drive further improvement
in existing product lines, leverage our current strengths to new categories, and, when it makes
sense, extend our capabilities into new, high-potential markets.

In 2005, we believe we have excellent opportunities to expand our already strong paosition with
foodservice, processor, and supermarket customers. Increasingly, consumers are letting others
do the cooking and are spending a growing percentage of their food dollar on food prepared away
from hcme. Supermarkets have made major gains as a source of take-out food, and take-out is
representing a larger and increasing proportion of restaurant sales. As supermarkets, foodservice
operaters, and processors work to meet the growing consumer demand for more prepared food
items, the breadth of our product line — including a wide range of materials and functional
capabilities — is allowing us to capitalize on the growth in the market for food away from home.

in March 2005, Pactiv acquired Newspring Industrial Corp., a leading designer and manufacturer
of high-quality injection molded packaging for the take-out, delicatessen, and foodservice
markets. The purchase of Newspring will allow Pactiv the opportunity to expand in the fast
growing market for polypropylene products, as well as provide the company with superior
techneclogy and manufacturing know-how.

We macde excellent progress in our Protective and Flexible Packaging business in 2004. Sales grew
9%, operating income* grew 27%, and operating margin* expanded 1.1 percentage points.The
improving economy in North America, and the positive impact of our past restructuring efforts
were evident in the segment’s results. Europe’s sluggish economy slowed our efforts to improve
our protective packaging business, but we did see better performance in our flexible packaging
operations.We expect each of these businesses to show stronger results as we move forward in 2005.
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PRODUCTIVITY

Qur goal is clear: We will become the lowest total-cost provider in our industry.To achieve that
goal, we must aggressively push for even greater levels of efficiency and productivity.

Over the pastthree years, we have achieved approximately $30 million in savings from our
productivity programs. In 2004, we began to implement lean manufacturing techniques in
some of our facilities. These improvement practices are helping us reduce costs, better match
production schedules with cusiomer demand, leverage existing assets, and uncover non-value
added activities so we can eliminate them from our processes.

LEADERSHIP

For the third consecutive year, Pactiv has been named one of America’s Most Admired
Companies and No. 1in the packaging, container industry by FORTUNE magazine. Moreover, we
ranked first in our industry in each of the eight key atiributes that FORTUNE magazine uses to
measure company performance.

As we journey forward, we will continue to pursue the strategies that have formed the foundation
of our five-year performance as a public company — building on Hefty® brand equity, leveraging
our product leadership and channel access in Foodservice/Food Packaging, and improving the
performance of our Protective and Flexible Packaging business. Growth through product innova-
tion and cost leadership through improved efficiencies will continue to be our corporate mantras.

It has been said that tough times don't last, but tough people do. So while we can hope for a less
volatile raw materials market in 2005, the better strategy is to expect continued uncertainties,
plan forthem, and mitigate their effects.The support that our customers, shareholders, and Board
of Directors provided in 2004 is much appreciated and affirms their belief in our vision, as well as
in our employees, whose hard work and dedication have built a solid foundation from which we
will continue to grow.

We are excited about the opportunities that lie ahead and we have prepared ourselves to take
advantage of them. Qurs is a company that is healthy and strong. And as such, | can say with
confidence as | look to our future — our best performance is yet to come.

Sincerely,
Richard L.Wambold,
Chairman & Chief Executive Officer
March 21, 2005

*For reconciliation to GAAP, see page 55 for free cash flow and
operating margin, and page 24 for operating income.
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Overview

2004 Operating Segment Results

Sales Operating Income!
(% millions) ($ millions)

Hefty® Consumer Products  .ofoen D23 g

Foodservice/Food Packaging

Protective and Flexible Packaging ...\ oofo

WExcludes restructuring and other charges, as well as the “Other” segment. See page 24 for reconcitiation to GAAP measures.

Pactiv Corporation is a leader in the specialty packaging industry, recognized for innovation and new product
development, the breadth and depth of its product lines, brand strength, distribution and channel access, and a
commitment to continuous productivity improvement and industry cost leadership.

These strengths are significant, and the key to the company’s growth and progress is its ability to apply them to
address emerging market needs through three customer-oriented operating divisions: Hefty® Consumer
Products, Foodservice/Food Packaging, and Protective and Flexible Packaging.

In all of these segments, Pactiv is focused on three strategic objectives: growing sales internally and through
accretive acquisitions, strengthening margins and competitive position through a range of product development
and productivity-improvement programs, and creating incremental value for shareholders through prudent use
of free cash flow.




Hefty® Consumer Products
28% of sales

Sales Grew 5%
Leader in Product Innovation
| everage Hefty® Brand Strength
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Sales Hefty®is one of the nation's most trusted and respected brands, and a leader in every segment of the
consumer market in which it competes: drawstring waste bags, disposable tableware, food storage and freezer
bags, and disposable cookware.

2004 sales totaled $934 million, up 5% from 2003, driven by a 5% volume increase. Operating income*
declined 8% from the prior year, resulting in a 19.2% operating margin*, compared with 22% in 2003. While
operating profit and margin were lower than in 2003, performance was strong in an exceptionally demanding
environment, marked by significant increases in the cost of raw materials. Pricing actions, successful new
product introductions, and continued productivity gains allowed us to turn in solid results in 2004.

Innovation The Hefty® brand extended its leadership with the introduction of a number of products, including
Hefty® HandySaks™, convenient bags for on-the-go cleanup; Hefty® Strong and Spill Resistant plates, disposable
foam plates designed for everyday use; and Hefty® Ultra Flex™ waste bags, our strongest bag, introduced with
national advertising featuring martial-arts icon Jackie Chan. In 2004, we also developed and set the stage for
the 2005 taunch of Hefty® Serve 'n Store™ tableware. New product introductions and line extensions are an
important ongoing focus for our Hefty® business and account for approximately half of the segment’s strong
sales growth.

In addition to investing in our product pipeline, we also are supporting our new product efforts with increased
marketing support, designed to enhance our competitive position and drive growth in higher-margin product
lines. In 2005, we expect to invest an incremental $45 million to $55 million net in advertising and promotion to
support the introduction of key new products and drive future sales and profits.

Productivity Improvement In 2004, our focus on efficiency and productivity improvement allowed us to
reduce conversion costs. Reducing direct manufacturing and logistics costs are important elements of our overall
strategy to remain cost competitive.

*For reconciliation to GAAP, see page 24 for operating income and page 55 for operating margin.
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Hefty® Serve ‘n Store™products are equally comfortable
for serving at the table or storing in the refrigerator.

Everyday Plates & Bowls
Party Plates & Bowls

Hefty® Serve ‘n Store™ Tableware Hefty® Serve 'n Store™ tableware can truly handle a FULL plate of mealtime
tasks: serving, storing food in the refrigerator, and with Hefty® Serve 'n Store™ Everyday tableware, microwave
reheating. It will change how people serve, store, and prepare their food every day. First, it's a great everyday
plate — big, strong, and soak-proof. And, Serve 'n Store™ plates and bowls feature innovative, interlocking rims
that allow them to be snapped together to become storage containers — every plate is a lid, and every lid is
a plate.

Hefty® Serve ‘n Store” EverydayTableware Thisinnovation has tested extremely well with consumers.That's
because it is perfectly designed for today’s busy lifestyles. Hefty® Serve 'n Store™ Everyday tableware makes it
simple to serve a meal anytime, store leftovers without fuss in a truly disposable container, and later reheat, and
serve again with no extra dishes or cleanup. These plates and bowls significantly simplify consumers’ mealtime
activities, all at a price that makes convenience affordable.

Hefty® Serve 'n Store™ Everyday tableware is designed with flexibility and convenience in mind. Plates
and bowls of the same size can be connected to form a variety of different size containers, as illustrated on the
next page.

Hefty® Serve ‘'n Store™ PartyTableware Accent the perfect special occasion with Hefty® Serve ‘n Store™ Party
tableware, which offers a colorful way to entertain and features easy-grip handles for convenient carrying.
These festive red and blue plastic plates and bowls are perfect for serving or eating, and then turn into “to-go”
containers for sending leftovers home with guests.

Like Hefty® Serve ‘'n Store™ Everyday products, Party plates and bowls are also designed with interlocking
rims, so each item connects to its own size, and are available in red or blue 9-inch and 10-inch plates and
18-ounce bowls.




Hefty® Everyday Tableware

1 Remarkable New Feature,
3 Ways to Bring Convenience to your Kitchen,
10 Product Solutions

sarve store microwave
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Foodservice/Food Packaging
44% of sales

Sales Rose 9%
"One-Stop” Supplier
Broadest Product Line in the Industry

Pactiv is a leading provider to the foodservice, supermarket, and food packaging markets, producing and selling
the industry’s broadest product line in North America. These products include plastic containers; clamshells and
trays; packer/processor packaging; and ovenable paperboard, aluminum, molded fiber, and other products used
by the supermarket, foodservice, and restaurant industries.

2004 sales totaled $1.49 billion, up 9% from a year earlier. Volume increased 5% from 2003, while pricing
accounted for 4% of the sales gain. Operating income* for 2004 declined by 5% from the previous year, while
operating margin* was 11.3%, compared with 12.9% in 2003. Despite difficult operating conditions marked by a
significant increase in the cost of raw materials, sales and volume growth outpaced industry average levels.

Portfolio Management New product development and a focus on high-margin product lines are central to our
growth efforts in this business. We introduced a significant portion of the industry’'s new foodservice products
over the past three years, and approximately 10% of this segment’s sales currently come from products
developed or introduced between 2002 and 2004. In 2004 alone, we introduced more than 40 new products,
which included new packaging for leading fast-food restaurant chains, among them Wendy's and Taco Bell. We
continued to target strategic acquisition candidates and, in March 2005, we acquired Newspring Industriat
Corp., providing us with injection molding capability and products for the growing foodservice market.

Our goal is to become a true one-stop supplier, providing our customers with both the broadest product line
in the industry and the best service to help them optimize the cost of their supply chains. In 2004, we were
recognized as a top strategic supplier by several foodservice industry leaders. Going forward, we intend to
expand our customer and channel-specific emphasis with an intensified focus on customers and distributors
who can benefit most from our focus on customer service. Our goal is to grow consistently and strategically
with the leaders in the foodservice and food packaging industries, as we work to become the low total-cost
producer in our industry.

*For reconciliation to GAAP see page 24 for operating income and page 55 for operating margin.

18

-




Protective and Flexible Packaging
28% of sales

Sales Rose 9%
Making Service a Competitive Advantage
Expanded Position in Inflatable Packaging
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Composed of eight businesses that hold strong market positions in North America and Europe, Protective and
Flexible Packaging products include air cushioning, air padded mailers, foam, Hexacomb® kraft honeycomb,
flexible packaging, and hospital supplies.

2004 sales rose 9% from 2003, to $958 million. Operating income* for 2004 rose 27 %, while operating margin*
increased to 7.8% from 6.7 % in 2003. Our focus in this business is on improving profitability, and we are
continuing to make progress.

The segment’s performance improvement reflected our restructuring program, coupled with improved demand
in our North American market. These positives were partly offset by significant increases in the cost of
raw materials.

Given the improved results in this business from our restructuring efforts, we expect continued improvement
in sales and margins as the global economy recovers.

Growth Some segments of this business continue to benefit from the stronger U.S. economy. Additionally,
we are driving sales growth worldwide through product development and channel expansion. In 2004, we
continued to expand our position in inflatable packaging by building on the success of the Pactiv Air® 5000
system in North America and introducing the Pactiv Air® 6000 and 9000 models in Europe.

Productivity Improvement As aresult of restructuring programs implemented from 2000 to 2002, our
businesses now operate in anintegrated manner, leveraging shared assets, capabilities, and best practices.

Quality and Service We continue to focus on service as a competitive advantage. In 2004, this business
continued to improve on-time fill rates, sharpened its value proposition and sales focus, and bolstered its
marketing expertise. These actions, in turn, drove margin gains during the year, and are expected to drive further
gains in sales and profitability as the economy improves and demand strengthens.

*For reconciliation to GAAP, see page 24 for operating income and page 55 for operating margin.
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Management's Discussion and Analysis of Financial Condition and Results of Operations

Basis of Presentation

Financial statements for all periods presented herein have been pre-
pared on a consolidated basis in accordance with generally accepted
accounting principles consistently applied. All per-share information
is presented on a diluted basis unless otherwise noted. Certain
amounts in the prior years’ financial statements have been reclassified
to conform with the presentation used in 2004.

The company has 4 reporting segments: Consumer Products, which
relates principally to the manufacture and sale of disposable plastic,
molded-fiber, pressed-paperboard, and aluminum packaging products,
such as waste bags, tableware, food-storage bags, and cookware, for
consumer markets, such as grocery stores, mass merchandisers, and
discount chains; Foodservice/Food Packaging, which relates primarily
to the manufacture and sale of various disposable plastic, molded-

fiber, pressed-paperboard. and aluminum packaging products for
foodservice and food-packaging markets, such as restaurants and
other institutional foodservice outlets, food processors, and grocery
chains; Protective and Flexible Packaging, which relates to the
manufacture and sale of plastic, paperboard, and molded-fiber
products for protective-packaging markets, such as electronics,
automotive, furniture, and e-commerce, and for flexible-packaging
applications in food, medical, pharmaceutical, chemical, and hygienic
markets; and Other, which relates to corporate and administrative-
service operations and retiree-benefit income and expense. The
accounting policies of the reporting segments are the same as those for
Pactivas a whole. Where discrete financial information is not available
by segment, reasonable allocations of expenses and assets are used.

Restructuring and Other

In the first quarter of 2004, the company announced a restructuring
program to rationalize excess manufacturing capacity and reduce
overhead costs, and to reinvest a portion of the related savings in
strategic growth initiatives. In this connection, the company recorded
restructuring and other charges totaling $33 million, $58 million after
tax, or $0.38 per share in 2004. The principal strategic objectives of
the program are to (1) rationalize inefficient manufacturing assets,
primarily certain molded-fiber facilities in North America and the United
Kingdom; (2) reduce overhead in several areas of the business, thereby
gliminating non-value-added activities; (3) increase the number of
new product launches over the next several years; and (4) increase the
value of the Hefty® brand. Implementation of the program resulted in
the elimination of approximately 1,000 salaried and hourly positions
worldwide. The total cost of the restructuring program is expected to
be approximately $96 million, $60 million after tax, or $0.39 per share,
covering severance, asset write-offs, and other, which consists
principally of asset removal costs, including asbestos insulation
abatement and associated expenses at the company's closed molded-
fiber facility in the United Kingdom. The majority of the program was
executed in the second quarter of 2004, with the balance of the
program expected to be completed in 2005,

After-tax cash payments related to the restructuring and other actions
totaled $12 million for full-year 2004.
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The following summarizes actual and expected impacts of restructuring
and related actions.

Asset

{In millions) Severance write-offs Other(1) Total
Accrued restructuring balance

atJanuary 1, 2004 $ — § — & — § —
Additions/adjustments to

the account

Consumer Products 4 — — 4

Foodservice/Food Packaging 8 18 5 31

Protective and

Flexible Packaging 12 9 34 55

Other — — 3 3

Total additions/adjustments 24 27 42 93
Cash payments {21) — {34) (55)
Charges againstasset accounts ~ — {27) — (27}
Accrued restructuring balance

at December 31, 2004 $ 38§ — 8§ 8 § 11
Projected total restructuring

program cost

Consumer Products $ 4 8§ — 8§ — § 4

Foodservice/Food Packaging 8 18 6 32

Protective and

Flexible Packaging 12 8 36 57

Other — — 3 3

Total $§ 24 § 27 $§ 45 § 96

—_

Consists principally of asset remaval costs, including asbestos insulation abatement and
associated expenses at the company's closed molded-fiber facility in the United Kingdom.




Executive Quervicw

Business

Pactiv's primary business is the manufacture and sale of consumer and
specialty-packaging products for the consumer, foodservice/food
packaging, and protective- and flexible-packaging markets. The
company's consumer groducts include plastic, aluminum, and paper-
based products, such as waste bags, food-storage bags, and disposable
tableware and cookware, soid under such well-known brand names as
Hefty®, Baggies®, Hefty® OneZip®, Hefty® Cinch Sak®, Hefty® The Gripper®,
Hefty® Zoo Pals®, Kordite®, and EZ Foil™. Foodservice and food-packaging
products include foam, clear plastic, aluminum, pressed-paperboard,
and molded-fiber packaging for customers in the food-distribution
channel, including wholesalers, supermarkets, and packer processors,
who prepare and process food for consumption. The company's
protective-packaging products are generally used to protect and
cushion various commercial and industrial products from the point of
manufacture to the point of delivery or pick-up. Pactiv’s flexible-
packaging products are used mainly in food, medical, pharmaceutical,
chemical, and hygienic applications, and often invoive custom design.
The company operates 77 manufacturing facilities in 14 countries
worldwide. As aresult, it is subject to certain risks, such as fluctuations
in foreign-currency exchange rates, hyperinflation, and restrictions on
investments in or remittances from foreign countries.

Pactiv generates sales and profits through the arms-length sale of its
products to a wide array of customers, including grocery stores, mass
merchandisers, discount chains, restaurants, distributors, fabricators,
and directly to end-users warldwide. Costs are incurred in connection
with the manufacture and sale of these products and are recorded as
either cost of saies or selling, general, and administrative expenses.

Greater than 80% of Pactiv's sales comes from products made from
different types of plastics. The principal raw materials used to manu-
facture these products are plastic resins, including polystyrene,
polyethylene, polypropylene, polyvinyl chloride, and amorphous
polyethylene teraphthalate {APET). Plastic-resin prices can be volatile
and are a function of, among other things, the availability of production
capacity; oil, natural gas, and other energy-related feedstock costs;
and geopolitical circumstances.

The company generates cash by collecting receivables on profitable
sales in a timely manner, effectively managing inventory levels,
optimizing vendor-payment terms, utilizing tax-minimization strategies,
and optimizing other elements of working capital. Pactiv uses the cash
itgenerates to invest in property, plant, and equipment and acquisitions
to provide long-term sales, profit, and cash-flow growth; to retire
debt; and, from time to time, to repurchase its stock. The company
anticipates that its cash flow from operations will continue to be
sufficient to fund its investing and financing activities.

23

Pactiv has pension plans that cover substantially all of its employees.
In addition, the company, in conjunction with its spin-off from Tenneco
Inc. (Tenneco) in 1999, became the spansor of retirement plans covering
participating employees of certain former subsidiaries and affiliates
of Tenneco. Pactiv records net pension income on its pension plans as
an offset to selling, general, and administrative expenses; however,
management typically excludes the effect of pension income and
pension assets and liabilities in assessing performance and returns of
the company.

Several opportunities and challenges may influence the company's
continued growth. Near-term risks include the impact of energy-market
volatility on resin costs, the ability to increase selling prices, and the
continued effectiveness of the company’s productivity and procurement
initiatives. Longer-term, the company faces potential changes in
consumer-demand patterns, possible supplier and customer consoli-
dations, potential increases in foreign-based competition, and possible
growth in unbranded products’ market share. The company expects
to continue to be successful by adjusting selling prices to offset
resin-price movements, implementing aggressive cost-management
and productivity programs, leveraging its existing customer base into
new distribution channels, introducing innovative new products, and
making strategic acquisitions.

Significant Trends and Other

The principal raw materials used to manufacture the company’s products
are plastic resins, principally polystyrene and polyethylene. Average
industry prices for polystyrene were approximately 55% higher at the
end of 2004 than at the end of 2003, driven principally by higher ail and
benzene prices, while average industry prices for polyethylene rose by
approximately 40% over the same period, fueled by higher natural-gas
prices. In response to the significant escalation in resin costs, the
company raised selling prices in many areas of its busingss during
2004, which were effective in offsetting approximately 50% of the
resin-cost increases.

Raw-material costs will likely continue to be a source of uncertainty
for the company in the near-term future. Resin vendors have announced
additional price increases effective in the first and second quarters of
2005; however, at this time it is not clear whether these price increases
will be successfully implemented as announced, or at all. The company
is closely monitoring the resin marketplace in order to respond quickly
to any material cost increases.

The company is also sensitive to other energy-related cost movements,
particularly with respect to transportation and logistics costs. Histori-
cally, the company has been able to mitigate higher energy-related
costs with productivity improvements and other cost reductions;
however, future significant energy-related cost increases may not be
fully offset with productivity initiatives.




The company recently announced the launch of a major new-product
family in its Consumer tableware business, and 2 additional new-
product launches are expected to occur in 2005. To support these
growth initiatives and the Hefty® UltraFlex™ waste-bag line that was
launched in the third quarter of 2004, the company’s investment in

advertising and promotion (A&P) in 2005 is expected to increase
between $60 million and $70 million compared with 2004. The impact
on pretax profit of higher A&P spending, net of operating income on
incremental new-product sales, is expected to be approximately $45
million to $55 million in 2005.

Vaar 2004 compared voith 2003

Results of Continuing Operations

Sales

{Dollars in millions) 2004 2003 Change
Consumer Products $ 934 ¢ 888 5.2%
Foodservice/Food Packaging 1,490 1,31 8.7
Protective and Flexible Packaging 958 879 9.0
Total $3,382 $3,138 7.8%

Total sales increased $244 miltion, or 7.8%, in 2004. Excluding the
positive impact of foreign-currency exchange rates ($55 million), sales
grew 5.9%, driven primarily by volume growth in the base business
($78 miltion) and acquisitions {$55 million), as well as price increases
($56 miflion).

Sales for the Consumer Products business of $334 million increased
$46 million, or 5.2%, from $888 million in 2003, reflecting strong
volume growth. Volume growth was broad-based, led by an increase
in tableware and the introduction of new products, including Hefty®
Ultra-Flex™ waste bags and a line of cups.

Foodservice/Food Packaging segment sales of $1.490 billion increased
$118 million, or 8.7%, from $1.371 billion in 2003. Sales growth was
driven by broad-based volume gains ($65 million} and higher selling
prices {$54 million). Selling-price increases were implemented to
offset the impact of significant increases in polystyrene-resin costs.

Sales of Protective and Flexible Packaging products of $358 million
increased $79 million, or 9.0%, from $873 million in 2003. Excluding
the positive impact of foreign-currency exchange rates (355 million),
sales for this segment increased 2.5%, primarily reflecting higher
protective-packaging volume, particularly in North America, offset
partially by the effect of closing a molded-fiber plant in the United
Kingdom.

Operating Income

{Dotlars in mitlions) 2004 2003 Change
Consumer Products $ 175 ¢ 195 {(10.3)%
Foodservice/Food Packaging 138 178 {22.5)
Protective and Flexible Packaging 20 58  (65.5)
Other 12 35 {65.7)
Total $ 345 § 466 (26.0)%

24

Total operating incame was $345 million in 2004, a decrease of $121
million, or 26%, from 2003, driven in large part by the recording of
restructuring and other charges of $93 million in 2004, as well as by
the unfavorable effect of higher plastic-resin and other energy-related
costs, increased marketing-support expenditures, and lower noncash
pension income, offset partially by the positive impact of selling-price
increases, volume gains, restructuring-program benefits, and produc-
tivity improvements.

The following tables summarize by segment the impact of restructuring
and other charges on 2004 and 2003 operating income determined in
accordance with generally accepted accounting principles {GAAP).

Operating Income - twelve months ended December 31, 2004

Excluding

Restruc- restruc-

turing turing

GAAP andother andother

{In millions) basis charges charges

Consumer Products $175 8§ 4 $ 1719

Faodservice/Food Packaging 138 31 169

Protective and Flexible Packaging 20 55 75

Other 12 3 15

Total $ 385 $ 93 § 438
Operating Income - twelve months ended December 31,2003

Excluding

Restruc- restruc-

turing turing

GAAP andother and other

{In millions) basis charges charges

Consumer Products $ 195 § — § 195

Foodservice/Food Packaging 178 ) 177

Protective and Flexible Packaging 58 1 59

Other 35 — 35

Total $ 466 § — § 466

The company’s management believes that focusing on operating income
excluding the effect of restructuring and other charges is a meaningful
alternative way of evaluating the company’s operating results. The
restructuring and other charges relate to actions that will have an
ongoing effect on the company, and to consider such charges as being
only applicable to 2004 and 2003 could make the company’s operating
perfarmance in those periods more difficult to evaluate, particularly
when compared with other periods in which there were no such
charges. The company’s management uses operating income excluding
restructuring and other charges to evaluate operating performance,
and, along with other factors, in determining management compensation.




The following table summarizes operating income excluding restructuring
and other charges for 2004 and 2003 .

{Dollars in millions} 2004 2003 . Change
Consumer Products $ 179 § 195 (8.2)%
Foodservice/Food Packaging 169 177 {4.5)
Protective and Flexible Packaging 75 59 271
Other 15 35 (57.1)
Total $ 438 § 466 (6.01%

Total operating income excluding restructuring and other charges was
$438 million, down $28 million, or 6.0%, versus 2003, as increased
plastic-resin and other energy-related costs, higher marketing-support
expenses, and lower noncash pension income were only partially offset
by higher selling prices, volume growth, restructuring savings, and
productivity gains.

Operating income excluding restructuring and other charges for the
Consumer Products business was $179 million, down 8.2% compared
with 2003, as higher plastic-resin and other energy-related costs and
increased advertising and promotional expenses were only partially off-
set by increased volume, higher selling prices, and productivity gains.

Operating income excluding restructuring and other charges for the
Foodservice/Food Packaging business was $169 million, down 4.5%
from a year ago, reflecting the unfavorable impact of higher plastic-
resin and other energy-related costs, offset, in part, by selling price
increases, higher volume, and productivity improvements.

Operating income excluding restructuring and other charges for the
Protective and Flexible Packaging segment was $75 million, up 27.1%
from 2003, primarity reflecting volume growth in North America,
restructuring benefits, and productivity gains.

Operating income excluding restructuring and other charges for the
Other segment decreased 57.1% from 2003, principally because of a
decline in noncash pension income.

Income Taxes - The company's effective tax rate for 2004 was 36.7%,
compared with 37.7% for 2003, reflecting the positive impact of
tax-planning strategies implemented during the year.

Income from Continuing Operations — The company recorded income from
continuing operations of $155 million, or $1.01 per share, in 2004,
compared with $195 million, or $1.21 per share, in 2003. The current-
period results included restructuring and other charges of $58 million,
or $0.38 per share, and noncash pension incame of $30 million, or
$0.20 per share. Prior-period resuits included charges for the Tenneco
Packaging litigation settlement and related matters of $35 million, or
$0.22 per share, and noncash pension income of $40 million after tax,
or $0.25 per share.
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Cumulative Effectof Changes in Accounting Principles

In January 2003, the Financial Accounting Standards Board (FASB)
issued Financial Interpretation {FIN) No. 46, “Consalidation of Variable
Interest Entities.” Pactiv adopted FIN No. 46, effective December 31,
2003, requiring the company to recognize, as a cumulative effect of
change in accounting principles, depreciation expense on assets
leased under its synthetic-lease arrangement from lease inception to
December 31, 2003, which reduced net income in 2003 by $12 million,
or $0.07 per share. Consolidation of the variable-interest entity {VIE)
associated with the company's synthetic-lease facility lowered 2004
net income by approximately $3 million, or $0.02 per share.

See “Changes in Accounting Principles” for further information.
Liquidity and Capital Resources

Capitalization

December 31 (n mitlions) 2004 2003
Short-term debt, including current

maturities of long-term debt $ 472 § 5§
Long-term debt 869 1,336
Total debt 1,341 1,341
Minority interest 9 8
Shareholders’ equity 1,083 1,061
Total capitalization $2,433 $2410

Short-term debt increased and long-term debt decreased by $467
million from December 31, 2003, to December 31, 2004, reflecting the
reclassification as current of long-term debt amounts due during the
following 12 months. Shareholders’ equity at the end of 2004 increased
$22 million from the end of 2003, reflecting the recording of net
income of $155 million, the issuance of $45 million of company stock,
the impact of favorable foreign-currency translation adjustments of
$33 million, and the recording of a favorable minimum-pension liability
adjustment of $19 million, offset partially by the repurchase of $230
million of company stock.

The ratio of debt to total capitalization declined to 55.1% at December
31,2004, from 55.6% at December 31, 2003, due to the increase in
shareholders’ equity.

Cash Flows

{In miflions) 2004 2003

Cash provided {used) by:
Operating activities $ 367 § 336
[nvesting activities {91) (194)
Financing activities {197) {134)

Cash provided by operating activities was $367 million in 2004,
compared with $336 million in 2003. The $31 million increase reflected
better working-capital management, particularly with respect to
inventaries, and higher cash earnings.



Investing activities used $31 million of cash in 2004, principally for
capital expenditures ($100 million). Cash used by investing activities
was $194 million in 2003, primarily for capital outlays {$112 mitlion)
and acquisitions (382 million).

Cash used by financing activities was $197 million in 2004, driven
primarily by the repurchase of company stock {$230 million), offset
partially by the issuance of company stock in connection with the
administration of employee benefit plans {($33 million). Financing
activities used $134 million of cash in 2003, primarily related to the
repurchase of company stock ($87 million) and the retirement of
variable-rate debt ($67 million}, offset partially by the issuance of
company stock in connection with the administration of employee
benefit plans ($20 million).

Capital Commitments - Commitments for authorized capital expenditures
totaled approximately $156 million at December 31, 2004, of which
approximately $141 million will be spent in 2005. It is anticipated that
the majority of these expenditures will be funded over the next 12
months fram existing cash and shart-term investments and internally
generated cash.

Contractual Obligations — The company enters into arrangements that
obligate it to make future payments under long-term contracts. Sum-
marized below are such cantractual obligations at December 31, 2004.

Duein

Less than More than
{Inmillions) Total 1year 1-3years 3-5years 5 years
Long-term debt
obligations (1) $2526 § 560 $ 237 $ 126 $1,603
Operating-lease
obligations 126 21 31 4 33
Purchase
obligations (2} 403 378 22 2 1
Other long-term
liabilities {3) 446 23 38 32 353
Total $3501 $ 982 $ 328 § 201 §1,990

(1] Includes fixed-rate debentures, variable-rate debt related to the company's synthetic-
lease agreement, and other fixed-rate debt, plus related interest-payment obiigations
based on rates in effect at December 31, 2004.

(2

N

Includes open capital commitments, amounts related to the purchase of minimum quantities
of raw materials at current market prices under supply agreements and other long-term
vendor agreements with specific payment provisions and early termination psnalties.

(3

=2

Includes undiscounted workers’ compensation obligations, and undiscounted and unfunded
post-retirement medical and supplemental pension-funding requirements.

Liguidity and Off-Balance-Sheet Financing - The company uses various
sources of funding to manage liquidity. Sources of liquidity include
cash flow from operations and a 5-year, $600 million revolving-credit
facility, none of which was outstanding at December 31, 2004. The
company was in full comptiance with financial and other covenants of
its revolving-credit agreement at year-end 2004. The company also
utilizes an asset-securitization program as off-balance-sheet financing.

26

Amounts securitized under this pragram were $10 million at both
December 31, 2004, and December 31, 2003. Termination of the asset-
securitization program would require the company to increase its debt
or decrease its cash balance by a corresponding amount.

The company has pension plans that cover substantially all of its
employees. Cash-funding requirements for the plans are governed
primarily by the Employee Retirement Income Security Act (ERISA).
Based on long-term projections and regulations in existence at
December 31, 2004, no cash contributions to the plans wilt be required
through at least 2014,

On November 3, 2003, the company reached an agreement to settle a
civil, class-action fawsuit filed in 1999 against Tenneco, Tenneco
Packaging, and Packaging Corporation of America (PCA), Tenneco's
former containerboard business (Tenneca Packaging litigation). The
settlement resulted in Pactiv recording a pretax charge of $56 million,
$35 million after tax, or $0.22 per share, a portion of which{$35 millian,
or $19 million after tax) was paid in cash in 2003. This charge included
the establishment of a reserve for the estimated liability associated
with lawsuits filed by certain members of the original class action who
subsequently opted out of the class and filed their own lawsuits.
While itis not possible to predict the outcome of related proceedings,
the company's management, based on its assessment of the facts and
circumstances now known, does not believe that any of these proceed-
ings, individually or in the aggregate, will have a materially adverse
effect on the company’s financial position. However, actual cutcomes
may be different than expected and could have a material effect on the
company's results of operations or cash flows in a particular period.

in December 2003, the board of directors approved a plan for the
company to repurchase up to 5 million shares of its common stock
using open-market or privately-negotiated transactions, with the
repurchased shares to be held in treasury for general corporate
purposes. In March 2004, the board of directors approved a plan for
the company to repurchase an additional 5 million shares of its common
stock under terms and conditions similar to those included in the
December 2003 plan. In August 2004, the board of directors approved
a plan for the company to repurchase a third tranche of 5 million
shares of its common stock under terms and conditions similar to
those included in the December 2003 and March 2004 ptans. Pursuant to
these authorizations, in 2004 the company acquired 10.1 million shares
atan average cost of $22.71 per share, or a total outlay of $230 million.

In January 2005, the company voluntarily prepaid its $169 million
synthetic-lease facility. See Note 18 for additional information.

Management believes that cash flow from operations, available cash
reserves, and the ability to abtain cash under the company's credit
facilities and asset-securitization program will be sufficient to meet
current and future liquidity and capital requirements.




Year 2203 compared with 2002

Resuits of Continuing Cperations

Sales

{Dottars in millions) 2003 2002 Change
Consumer Praducts $ 888 § &4 5.6%
Foodservice/Food Packaging 1,371 1.221 12.3
Protective and Flexible Packaging 879 818 75
Total $3,138 $2,880 9.0%

Total sales increased $258 million, or 9.0%, in 2003. Excluding the
positive impact of foreign-currency exchange rates ($71 million) and
acquisitions {$116 million), sales grew 2%, driven primarily by price
increases and volume growth in the base business.

Sales for the Consumer Products business of $888 million increased
$47 million, or 5.6%, from $841 million in 2002, reflecting strong volume
growth, higher waste-bag selling prices, and lower promational
spending. Volume grew solidly in tableware and waste bags, aided by
realizing the full-year effect of sales of new products introduced in
2002 (primarily Hefty® The Gripper® tall kitchen bags). Simitarly, the
Hefty® Pals line of children’s plates introduced in 2002 posted volume
and market-share growth during 2003.

Foodservice/Food Packaging segment sales of $1.371 billion increased
$150 million, or 12.3%, from $1.221 biltion in 2002. Excluding the
positive impact of acquisitions ($111 miltion} and foreign-currency
exchange rates ($3 million), sales grew 3%, driven primarily by higher
selling prices. During 2003, price increases were implemented in many
areas of this business in response to higher polystyrene-resin costs.

Sales of Protective and Flexible Packaging products of $879 million
increased $61 million, or 7.5%, from $818 million in 2002. Excluding
the positive impact of foreign-currency exchange rates ($88 miilion)
and acquisitions {$5 million), sales for this segment fell 1%, primarily
reflecting volume softness in Europe, offset partially by price increases
in both North America and Europe.

Operating Income

{Datiars in miltions) 2003 2002 Change
Consumer Products $ 185 § 188 3.7%
Foodservice/Food Packaging 178 158 12.7
Protective and Flexible Packaging 58 62 (6.5)
Other 35 55 (36.4)
Total $ 466 § 463 0.6%

Total operating income was $466 million in 2003, an increase of $3
million, or 0.6%, over 2002. The increase was driven principally by volume
growth in both the base business and from acquisitions, benefits from
the company’s productivity and procurement initiatives, and lower
advertising and promotion expenses, offset partially by unfavorable
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spread (the difference between selling prices and raw-material costs),
a $45 million decline in noncash pension income, and a $4 million
reversal in 2002 of a previously recorded restructuring charge.

Operating income for the Consumer Products segment increased
$7 million, or 3.7%, in 2003, driven principally by volume growth,
productivity improvements, and lower advertising and promotion
expenses, offset partially by lower spread.

Operating income for the Foodservice/Food Packaging segment
increased $20 million, or 12.7%, in 2003, driven principally by volume
growth in the base business and through acquisitions, and productivity
improvements, offset partially by lower spread.

Operating income for the Protective and Flexible Packaging segment
decreased $4 million, or 6.5%, from 2002, mainly reflecting unfavorable
spread, lower volume, and @ $4 million reversal in 2002 of a previously
recorded restructuring charge, offset partially by benefits from
productivity improvements.

Operating income for the Other segment was $35 million in 2003, a
decrease of $20 miltion, or 36.4%, from 2002, driven mainly by a $45
million decline in noncash pension income, offset partially by the impact
of administrative productivity improvement and procurement savings.

Tenneco Packaging Litigation Settlement and Other - On November 3,
2003, the company reached an agreement to settle a civil, class-action
lawsuit filed in 1999 against Tenneco, Tenneco Packaging, and PCA,
Tenneco’s former containerboard business (Tenneco Packaging litigation).
The settlement resulted in Pactiv recording a pretax charge of $56 million,
$35 million after tax, or $0.22 per share. This charge includes the
establishment of a reserve for the estimated liability associated with
fawsuits filed by certain members of the original class action who
subsequently opted out of the class and filed their own lawsuits. See
Note 16 for additional information.

Income Taxes — The company's effective tax rate for 2003 was 37.7%,
compared with 40.0% for 2002, reflecting the positive impact of
tax-planning strategies implemented in the United States.

Income from Continuing Operations ~ The company recorded income from
continuing operations of $195 million, or $1.21 per share, in 2003,
compared with $220 million, or $1.37 per share, in 2002. Income for
2003 included the impact of the Tenneco Packaging litigation settlement
of $35million after tax, or $0.22 per share, and noncash pension income
of $40 million after tax, or $0.25 per share. Income for 2002 included
noncash pension income of $65 million after tax, or $0.41 per share,
and $2 million after tax, or $0.01 per share, from the aforementioned
reversal of a previously recorded restructuring charge.




Cumulative Effect of Changes in Accounting Principles

In January 2003, the FASB issued FIN No. 46, “Consolidation of Variable
Interest Entities.” Pactiv adopted FIN No. 46, effective December 31,
2003, requiring the company to recognize, as a cumulative effect of
change in accounting principles, depreciation expense on assets
leased under its synthetic-lease arrangement from lease inception to
December 31, 2003, which reduced net income in 2003 by $12 million,
or $0.07 per share.

In July 2001, the FASB issued Statement of Financial Accounting
Standards (SFAS) No. 142, "Goodwill and Other Intangible Assets.”
Effective January 1, 2002, the company adopted SFAS No. 142 and
recorded a related goodwill-impairment charge for certain Protective
and Flexible Packaging businesses of $83 million, $72 million after
tax, or $0.45 per share, as a cumulative effect of change in accounting
principles in the first quarter of 2002.

See "Changes in Accounting Principles” for further information.

Cranges In Accounting Prircipies

In July 2001, the FASB issued SFAS No. 141, "Business Combinations,”
and SFAS No. 142. SFAS No. 141 requires that business combinations
initiated after June 30, 2001, be accounted for using the purchase
method of accounting and broadens the criteria for recording intangible
assets separate from goodwill. SFAS No. 142 does not permit goodwill
and certain intangibles to be amortized, but requires that an impairment
loss be recognized if recorded amounts exceed fair values. Effective
January 1, 2002, the company adopted SFAS No. 142, and recorded a
related goadwill-impairment charge of $83 million, $72 million after
tax, or $0.45 per share, in the first quarter of 2002.

In January 2003, the FASB issued FIN No. 48. FIN No. 46 addresses
accounting for VIEs, defined as separate legal structures that either do
not have equity investors with voting rights or have equity investors
with vating rights that do not provide sufficient financial resources for
entities to support their activities. FIN No. 46 requires that (1) companies
consolidate VIEs if they are required to recognize the majority of such
entities’ gains and losses and (2) disclosures be made regarding VIEs
that companies are not required to consolidate but in which they have
a significant variable interest. Consolidation requirements apply imme-
diately to VIEs created after January 31, 2003, and to existing VIEs in
the first fiscal year or interim period ending after December 15, 2003.
Certain of the disclosure requirements apply to financial statements
issued after January 31, 2003, regardiess of when VIEs were created.
Upon Pactiv's December 31, 2003, adoption of FIN No. 46, the company
consolidated a VIE associated with properties covered by its synthetic-
lease facility, resulting in an increase in long-term debt and property,
plant, and equipment of $169 million and $150 million, respectively.
Consolidation of the VIE also required the company to recognize, as a
cumulative effect of change in accounting principles, depreciation
expense on the leased assets from lease inception to December 31,
2003, of $19 million, $12 million after tax, or $0.07 per share.
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In Becember 2004, the FASB issued SFAS No. 123(R}, “Share-Based
Payment.” SFAS No. 123(R) requires that the fair value of all share-
based payments to employees, including grants of stock aptions, be
recognized in the financial statements, and supercedes Accounting
Principles Board Opinion No. 25, "Accounting for Stock Issued to
Employees,” which required that the "intrinsic value” method be used
in determining compensation expense for share-based payments to
employees. Under SFAS No. 123{R}, employee-compensation expense
is based on the grant-date fair value of the award and is recognized in
the statement of income aver the period during which an employee is
required to provide service {normally the vesting period). SFAS No.
123(R) is effective as of the beginning of the first interim or annual
period after June 30, 2005. The impact of adopting SFAS 123(R) cannot
be predicted at this time, since it depends on levels of future share-
based payments. However, if the company had adopted SFAS 123(R)
in prior periods, the impact of adoption would have paratleled impacts
described under the caption “Stock-Based Compansation” of Note 2 to
the financial statements. SFAS No. 123 (R) alsa requires the benefits of
tax deductions in excess of recognized compensation cost be reported as
cash flow from financing activities, rather than its current classification
in cash flow from operating activities. It is not possible to predict
these amounts, since they depend on the timing of employee stock
option exercises. Amounts recognized for such excess tax deduction
benefits were $6 miilion, $3 million, and $1 million in 2004, 2003, and
2002, respectively.




Griticsl Accountivy Policies

Following are Pactiv's accounting policies that in management's
opinion involve the exercise of considerable judgment and the use of
estimates, and have the most significant impact on the company's
financial condition and results of operations.

Revenue Recoanition

The company recognizes sales when the risks and rewards of ownership
have transferred to the customer, which is generally considered to
have occurred as products are shipped. In arriving at net sales, the
company estimates the amount of deductions from sales that are likely
to be earned or taken by customers in conjunction with incentive
programs such as volume rebates, early payment discounts, and
coupon redemptions. Such estimates are based on historical trends
and are reviewed quarterly for possible revision. The company
believes the amount of sales deductions reflected in net sales for the
12 months ended December 31, 2004, is reasonable. In the event that
future sales-deduction trends vary significantly from past or expected
trends, reported sales may increase or decrease by a material amount.

Inventory Vaiuaticn

The company’s inventories are stated at the lower of cost or market. A
portion of inventories {52% and 53% at December 31, 2004, and 2003,
respectively) is valued using the last-in, first-out (LIFO) method of
accounting. Management prefers the LIFO method in that it reflects in
cost of sales the current cost of the company’s raw materials {primarily
plastic resins), which can be volatile. If the company had valued
inventories using the first-in, first-out {FIFO) accounting methad, net
income would have been $32 million, or $0.21 per share, higher in
2004, $9 million, or $0.06 per shars, higher in 2003, and $2 million, or
$0.07 per share, higher in 2002.

The company's Protective and Fiexible Packaging business values its
inventory using FIFO or average-cost methods. Many of this business’
operations are located in countries in which the use of the LIFO
method of inventory accounting is not permitted.

Management periodically reviews inventory balances to identify
slow-moving and/or obsolete items. This determination is based on a
number of factors, including new-product introductions, changes in
consumer-demand patterns, and historical usage trends.
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Pension Plans

The company accounts for pension plans in accordance with
requirements of SFAS No. 87, “Employers’ Accounting for Pensions.”
Pension-plan income ($48 million, $64 million, and $109 million for the
12 months ended December 31, 2004, 2003, and 2002, respectively) is
included in the statement of income as an offset to selling, general,
and administrative expenses. It is estimated that the company’s
noncash pension income will decline to $46 million in 2005.

Projections of pension income are based on a number of factors,
including estimates of future returns on pension-plan assets;
assumptions pertaining to the amortization of actuarial gains/losses;
expectations regarding employee compensation; and assumptions
related to participant turnover, retirement age, and life expectancy.

In developing its assumption regarding the rate of return on pension-plan
assets, the company estimates future returns on various classes of
assets, risk-free rates of return, and long-term inflation rates. Since
inception in 1971, the pension plans’ annual rate of return on assets has
averaged 11.0%. Historically, the plans have invested approximately
70% of assets in equity securities and 30% in fixed-income investments.
After considering all of these factors, the company concluded that the
use of a 9% rate-of-return on assets assumption was appropriate for
2004. Holding all other assumptions constant, a one-half percentage-
point change in the rate-of-return on assets assumption would impact
the company's pretax pension income by approximately $19 million.

The company’s discount-rate assumption is based on the composite
yield on a portfolio of high-quality corporate bonds constructed with
durations to match the plans’ future benefit obligations. In this
connection, the company used a discount-rate assumption of 6.25%
for both 2004 and 2003. Holding all other assumptions constant, a
one-half percentage-paint change in the discount rate would impact
the company’s pretax pension income by approximately $5 million.

The company utilizes a market-related method for calculating the value
of plan assets. This method recognizes the difference between actual and
expected returns on plan assets over a 5-year period. Resulting
unrecognized gains or losses, along with other actuarial gains and tosses,
are amortized using the “corridor approach” discussed in SFAS No. 87.



Derivative Financial [rstruments

The company is exposed to market risks related to changes in foreign-
currency exchange rates, interest rates, and commodity prices. To
manage these risks, the company, from time to time, enters into various
hedging contracts in accerdance with established policies and
procedures. The company does not use hedging instruments for
trading purposes and is not a party to any transactions involving
leveraged derivatives.

Foreign-Currency Exchange

The company uses fareign-currency forward contracts to hedge its
exposure to adverse changes in exchange rates, primarily related to
the British pound and the euro. Associated gains or losses offset gains
or losses on underlying assets or liabilities.

In managing foreign-currency risk, the company aggregates existing
positions and hedges residua! exposures through third-party derivative
contracts. The following table summarizes foreign-currency forward
contracts in effect at December 31, 2004, ail of which will mature in 2005.

Notional
amount of Notional
foreign Exchange amount of
{Inmiltions, except settlement rates) currency rate U.S.dollars
Euros —Purchase 53 1.363 72
—Sell (26)  1.363 {38)
British pounds —Purchase 17 1.925 34
- Sell (35) 1.925 {67)
Czech korunas - Sell (22)  0.044 (1)
Hungarian forint - Purchase 245 0.005 2
- Sell (595)  0.005 (3}
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Interest Rates

At December 31, 2004, the company had public-debt securities of
$1.174 billion outstanding, with fixed interest rates and maturity
dates ranging from 1 to 23 years. Should the company decide to
redeem these securities prior to their stated maturity, it would incur
costs based on the fair value of the securities at that time. In addition,
the company had other fixed-rate debt of $1 million and floating-rate
debt of $169 million outstanding at December 31, 2004.

The following table provides information about Pactiv's financial
instruments that are sensitive to interest-rate risks.

Maturity dates

{Dctars in millions) 2005 2007 Thereafter Total
Fixed-rate debt securities $ 299 § 99 § 776 $1,174
Average interest rate 7.2% 8.0% 8.1% 7.9%
Fairvalue $ 308 $§ 106 $ 965 §1,379
Fioating-rate debt (1) $ 69 § — § — § 189
Fairvalue $ 69 § — § — § 169
Fixed-rate debt ¢ 18 — 8§ — §
Average interest rate 45% — — 4.5%
Fair value $ 18 — § — & 1

(1) InJanuary 2005, the company voluntarily prepaid its $163 mitlion synthetic-lease facility.
See Note 18 for additional information.

Prior to the spin-off, the company entered into an interest-rate swap to

hedge its exposure to interest-rate movements. The company settled

this swap in November 1999, incurring a $43 million loss, which is

being recognized as additional interest expense over the average life

of the underlying debt.

In the first quarter of 2001, the company entered into interest-rate
swap agreements to convert floating-rate debt on its synthetic-lease
obligations to fixed-rate debt. This action was taken to reduce the
company’s exposure to interest-rate risk. During the first quarter of
2002, the company exited these swap agreements, and the resulting
accumulated net loss ($1 million at December 31, 2004) is being
expensed over the remaining life of the underlying obligation.




Report of Managemenmnt

Management is responsible for the preparation, integrity, and objectivity
of the financial statements and other financial data in this report. The
financial statements have been prepared in conformity with generally
accepted accounting principles using the best available information
and exercising judgment.

Management believes that the company’s system of internal controls
provides reasonable assurance as to the integrity and reliability of the
financial statements and is adequate to safeguard company assets.
The internal-control system relies on written policies and procedures,
requires appropriate division of responsibilities, is supported by careful
selection and training of professional financial managers, and is
maintained through a comprehensive, risk-based internal-audit
program. Pactiv is dedicated to maintaining high standards of ethics,
integrity, and social responsibility in the conduct of its business, and
uses ongoing education, communications, and review programs to
support this dedication.

The company’s financial statements have been audited by Ernst &
Young LLP, an independent auditing firm, which was selected by the
audit cammittee of the board of directors. Management has made
available to Ernst & Young all of the company’s financial and other
records, allowing it to provide an objective, independent assessment
of the fairness of reporting of operating results and financial condition.
Ernst & Young's report follows.

The board of directors, through its audit committee consisting solely
of outside directors, meets periodically with Ernst & Young, represen-
tatives of management, and the company's internat auditors to discuss
accounting, auditing, financial, and other matters. The internal and
independent auditors have unrestricted access to the audit committee
todiscuss their audit work as well as their assessment of the quality of
the company's financial reperting and internal-control system.

Richard L. Wambold

Chairman and Chief Executive Officer

Andrew A. Campbell

Senior Vice President and Chief Financial Officer
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Management's Report on Internal Control
Over Financial Reporting

Management of the company is responsible for establishing and
maintaining effective internal control over financial reporting (as
defined in Rules 13a-15(f) under the Securities Exchange Act of 1934).
The company's internal control over financial reporting is designed to
provide reasonable assurance to the company’s management and
board of directors regarding the preparation and fair presentation of
published financial statements.

Because of its inherent limitations, internal control over financial
reporting may not prevent or detect misstatements. Therefore, even
those systems determined to be effective can provide only reasonable
assurance with respect to financial statement preparation and
presentation.

Management assessed the effectiveness of the company's internal
control aver financial reporting as of December 31, 2004. In making
this assessment, management used the criteria set forth in the
Internal Control — Integrated Framewaork issued by the Committee of
Sponsoring Organizations of the Treadway Commission {COSQ). Based
on our assessment, we believe that, as of December 31, 2004, the
company’s internal control over financial reporting was effective
based on those criteria.

Management's assessment of the effectiveness of internal control
over financial reporting as of December 31, 2004, has been audited by
Ernst & Young LLP, the independent registered public accounting firm
who also audited the company's consolidated financial statements.
Ernst & Young's attestation report on management’s assessment of
the company’s internal contrel over financial reporting appears on
page 33 hereof.




Report of Independent Registered Public Accounting Firm
The Board of Directors and Shareholders of Pactiv Corporation:

We have audited the accompanying consolidated statements of
financial position of Pactiv Corporation and consolidated subsidiaries
{the company) as of December 31, 2004, and 2003, and the related
consolidated statements of income, cash flows, and shareholders’
equity and other comprehensive income (foss) for each of the three
years in the period ended December 31, 2004. These financial
statements are the responsibility of the company’s management. Qur
responsibifity is to express an gpinion on these financial statements
based on our audits.

We conducted our audits in accordance with the standards of the
Public Company Accounting Qversight Board (United States). Those
standards require that we plan and perform the audit to obtainreasgnable
assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements.
An audit alsg includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the
overall financial-statement presentation. We believe that our audits
provide a reasonable basis for our opinion.
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In our opinion, the financial statements referred to above present fairly
in all material respects the consolidated financial position of Pactiv
Corporation and consolidated subsidiaries at December 31, 2004, and
2003, and the consolidated results of their operations and their cash
flows for each of the three years in the period ended December 31,
2004, in conformity with U.S. generally accepted accounting principles.

Asdiscussed in Notes 2 and 8 to the financial statements, the company
changed its method of accounting for goodwill and intangible assets
inthe year ended December 31, 2002, and for consclidation of variable
interest entities as of December 31, 2003.

We also have audited, in accordance with the standards of the Public
Company Accounting Oversight Board (United States), the effectiveness
of the company's internal control over financial reporting as of December
31,2004, based on criteria established in Internal Control — Integrated
Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission and our report dated March 15, 2005,
expressed an unqualified opinion thereon.

Sanet ¥ MLLP

Ernst & Young LLP
Chicago, Illingis
March 15, 2005




Report of Independent Registered Public Accounting Firm on
Internal Control Over Financial Reporting

The Board of Directors and Shareholders of Pactiv Corparation:

We have audited management’'s assessment, included in the
accompanying Management's Report on Internal Control over
Financial Reporting, that Pactiv Corporation and consolidated
subsidiaries (the “company”) maintained effective internal control
over financial reporting as of December 31, 2004, based on criteria
established in Internal Control-Integrated Framework issued by the
Committee of Sponsaring Organizations of the Treadway Commission
(the COSO criteria). The company's management is responsible for
maintaining effective internal control over financial reporting and for
its assessment of the effectiveness of internal control over financial
reporting based on aur audit.

We conducted our audit in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the audit to obtain reasonable
assurance about whether effective internal control over financial
reporting was maintained in all material respects. Our audit included
obtaining an understanding of internal control over financial reporting,
evaluating management's assessment, testing and evaluating the
design and operating effectiveness of internal control, and performing
such other procedures as we considered necessary in the circumstances.
We believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process
designed to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting
principles. A company’s internal control over financial reporting includes
those policies and procedures that (1) pertain to the maintenance of
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records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (2} provide
reasonable assurance that transactions are recorded as necessary to
permit preparations of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures of
the company are being made only in accordance with authorizations of
management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of tnauthorized
acquisition, use, or disposition of the company’s assets that could
have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial
reporting may not prevent or detect misstatements. Also, projections of
any evaluation of effectiveness to future periods are subject to the risk
that control may become inadequate because of changes in conditions,
or that the degree of compliance with the policies or procedures
may deteriorate.

In our opinion, management’s assessment that the company maintained
effective internal control over financial reporting as of December 31,
2004, is fairly stated, in all material respects, based onthe COSO criteria.
Also, in our opinion, the company maintained, in all material respects,
effective internal control over financial reporting as of December 31,
2004, based on the COSO criteria.

We have also audited, in accordance with the standards of the
Public Company Accounting Oversight Board (United States), the
accompanying consolidated financial statements of the company as of
December 31, 2004 and 2003, and for each of the three years in the
period ended December 31, 2004, and our report dated March 15, 2005,
expressed an unqualified opinion thereon.

éAMt ¥ MLLP

Ernst & Young LLP
Chicago, Illinois
March 15, 2005



Consolidated Statement of Income

For years ended December 31 (In millicns, except share and per-share data) 2004 2003 2002
Sales

Consumer Products $ 934 $ 888 $ 841

Foodservice/Food Packaging 1,490 1,371 1,221

Protective and Flexible Packaging 958 879 818

3,382 3,138 2,880

Costs and expenses

Cost of sales, excluding depreciation and amortization 2,450 2,206 1,967

Selling, general, and administrative 323 302 296

Depreciation and amortization 169 163 158

Other expense, net 2 ] —

Restructuring and other 93 — {4)

3,037 2,672 2,417

Operating income 345 466 463
Tenneco Packaging litigation settlement and other — 56 —
Interest expense, net of interest capitalized 101 96 96
[ncome-tax expense 90 118 146
Minarity interest {1) 1 1
Income from continuing operations 155 195 220
Cumulative effect of changes in accounting principles, net of income tax — {12) {72}
Netincome $ 155 § 183 $ 148
Earnings per share
Average number of shares of common stack outstanding

Basic 151,289,798 157,932,323 158,618,274

Diluted 153,763,156 160,143,600 160,613,075
Basic earnings per share of common stock

Continuing operations $ 1.02 $ 123 $ 138

Cumulative effect of changes in accounting principles — (0.07) (0.45)

Net income per basic share of comman stack $ 1.02 $ 1.16 $ 093
Diluted earnings per share of common stock

Continuing operations $ 1.0 $ 1.2 $ 1.37

Cumulative effect of changes in accounting principles — (0.07) (0.45)

Net income per diluted share of common stock $ 1.0t $ 114 $ 0.92

The accompanying notes to financial statements are an integral part of this statement.
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Consolidated Statement of Financial Position

At December 31 {In millions, except share data) 2004 2003
Assets
Current assets
Cash and temporary cash investments $ 222 $ 140
Accounts and notes receivable
Trade, less allowances of $11 and $11 in the respective periods 391 346
Other 15 28
Inventories 406 399
Deferred income taxes 29 48
Prepayments and other 16 23
Total current assets 1,079 882
Property, plant, and equipment, net 1,445 1,522
Other assets
Goodwill 657 643
Intangible assets, net 280 298
Pension assets, net 214 195
Other 66 66
Total other assets 1,217 1,202
Total assets $3,741 $3,706
Liabilities and shareholders’ equity
Current liabilities
Short-term debt, including current maturities of long-term debt $ 472 $§ 5
Accounts payable 246 198
Taxes accrued 13 16
Interest accrued 9 9
Accrued promotions, rebates, and discounts 67 69
Accrued litigation 25 29
Accrued payroll and benefits 7 79
Other 81 69
Total current liabilities 984 474
Long-term debt 869 1,336
Deferred income taxes 248 212
Pension and post-retirement benefits " 505 576
Other 43 39
Minority interest 8 8
Shareholders’ equity
Common stock (148,711,815 and 156,335,967 shares issued and outstanding
after deducting 23,071,362 and 15,447,208 shares held in treasury in the respective periods) 2 2
Premium on common stock and other capital surplus 1,141 1,326
Accumutated other comprehensive income {loss)
Currency translation adjustment 90 57
Additional minimum pension liability {978} {997)
Derivative losses {1) {1
Retained earnings 829 674
Total shareholders’ equity 1,083 1,061
Total liabilities and shareholders’ equity $3,741 $3,708

The accompanying notes to financial statements are an integral part of this statement.
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Consolidated Statement of Cash Flows

For the years ended December 31 (In millions} 2004 2003 2002
Operating activities
Income from cantinuing operations $ 155 $ 195 $ 220
Adjustments to reconcile income from continuing operations to
cash provided by operating activities
Depreciation and amortization 169 163 158
Deferred income taxes 34 33 101
Restructuring and other 36 — (4)
Noncash retirement benefits, net (48) {64) (109)
Changes in components of working capital
{Increase) decrease in receivables {21) 4 (40)
Increase in inventories (3) (15) (9)
{Increase) decrease in prepayments and other current assets 4 (1) 3
Increase {decrease) in accounts payable 46 (27} 4
Increase in taxes accrued 6 36 35
Increase (decrease) in other current liabilities (12) 8 10
Other 1 4 15
Cash provided by operating activities _ 367 336 384
Investing activities
Net proceeds from sale of businesses and assets 9 3 7
Expenditures for property, plant, and equipment {100} {112} {126}
Acquisitions of businesses and assets — (82) {125)
[nvestments and other — {3) —
Cash used by investing activities (91) (194) (244)
Financing activities
Issuance of commaon stock 33 20 11
Purchase of common stock (230) (87) (40)
Retirement of lang-term debt — (67) {22)
Net decrease in short-term debt, excluding current maturities of long-term debt — — {6}
Cash used by financing activities (197) (134) (57)
Effect of foreign-exchange rate changes on cash and temporary cash investments 3 5 3
Increase in cash and temporary cash investments 82 13 86
Cash and temparary cash investments, January 1 140 127 41
Cash and temporary cash investments, December 31 $ 222 $ 140 $ 127
Supplemental disclosure of cash-flow information
Cash paid during year for interest $ 100 $ 97 $ 9
Cash paid for income taxes 4 a4 18

The accompanying notes to financial statements are an integral part of this statement.
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Consclidated Statcment of Shareholders’ Equity and Other Comprehensive Income (Loss)

Premium on Accumulated Total
common other Total compre-
stock and compre- share- hensive
Common other capital Retained hensive holders’ income
{Inmillions} stock surplus earnings  income {loss) equity {loss)
Balance, December 31, 2001 $ 2 $1,398 $ 343 $ (54) $1,689
Premium on common stock issued {1,369,545 shares) 21 21
Treasury stock repurchased (2,119,009 shares) (40) (40}
Translation of foreign-currency statements 42 42 $ &
Additional minimum pension-liability adjustment, net of tax of $538 {966) (966) (966)
Change in unrealized losses on interest-rate swaps 3 3 3
Netincome 148 148 148
Total comprehensive loss (773)
Balance, December 31,2002 2 1,379 491 {975) 837
Premium on common stock issued (1,366,849 shares) 34 34
Treasury stock repurchased (4,312,600 shares) (87) (87)
Translation of foreign-currency statements 61 g1 61
Additional minimum pension-liability adjustment, net of tax of $15 (28) (28) (28)
Change in unrealized losses on interest-rate swaps 1 1 1
Netincome 183 183 183
Total comprehensive income 217
Balance, December 31, 2003 2 1,326 674 {941} 1,061
Premium on common stock issued (2,524,346 shares) 45 45
Treasury stock repurchased {10,148,500 shares) (230) (230)
Translation of foreign-currency statements ' 33 33 33
Additional minimum pension-liability adjustment, net of tax of $12 19 19 19
Net income 155 155 155
Total comprehensive income $ 207
Balance, December 31, 2004 $ 2 $1,14 $ 829 $ (889) $1,083

The accompanying notes to financial statements are an integral part of this statement.
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Notes to Financial Statements

>NOTE1 Basis of Preszniation

Financial statements for al’ periods presented herein have been
prepared on a consalidated basis in accordance with generally accepted
accounting principles consistently applied. All per-share information
is presented on a diluted basis unless otherwise noted. Certain
amounts in the prior years' financial statements have been reclassified

to conform with the presentation used in 2004.

The company has 4 reporting segments: Consumer Products, which
relates principally to the manufacture and sale of disposable plastic,
molded-fiber, pressed-paperboard, and aluminum packaging products,
such as waste bags, tableware, food-storage bags, and cookware, for
consumer markets, such as grocery stores, mass merchandisers, and
discount chains; Foodservice/Food Packaging, which relates primarily
to the manufacture and sale of various disposable plastic, molded-

fiber, pressed-paperboard, and aluminum packaging products for
focdservice and food-packaging markets, such as restaurants and other
institutional foodservice outlets, food processors, and grocery chains;
Protective and Flexible Packaging, which relates to the manufacture
and sale of plastic, paperboard, and molded-fiber products for protective-
packaging markets, such as electronics, automotive, furniture, and
e-commerce, and for flexible-packaging applications in food, medical,
pharmaceutical, chemical, and hygienic markets; and Other, which
relates to corporate and administrative-service operations and
retiree-benefit income and expense. The accounting policies of the
reporting segments are the same as those for Pactiv as a whole.
Where discrete financial information is not available by segment,
reasonable allocations of expenses and assets are used.

>NOTE2 Summary of Accounting Policies
Consolidation

The financial statements of the company include all majority-owned
subsidiaries. Investments in Z0%- to 50%-owned companies in which
Pactiv has the ability to exert significant influence over operating and
financial policies are carried a: cost plus share of equity in undistributed
earnings since date of acquisition. All intercompany transactions are
eliminated.

Foreign-Currency Translation

Financial statements of international operations are translated into
U.S. dollars using end-of-period exchange rates for assets and liabilities
and the periods’ weighted-average exchange rates for sales, expenses,
gains, and losses. Translation adjustments are recorded as a component
of shareholders’ equity.

Cash and Temporary Cash Investments

The company defines cash and temporary cash investments as checking
accounts, money-market accounts, certificates of deposit, and U.S.
Treasury notes having an ariginal maturity of 90 days or less.

Accounts and Notes Receivable

Trade accounts receivable are classified as current assets and are
reported net of allowances for doubtful accounts. The company
records such allowances based on a number of factors, including
histarical trends and specific customer liquidity.

Onarecurring basis, the company sells an undivided interest in a pool
of trade receivables meeting certain criteria to a third party as an
alternative to debt financing. Amounts sold were $10 million at both
December 31, 2004, and 2003. The remainder of the pool (834 million
at December 31, 2004) is pledged as collateral in the event any of the
sold receivables were to be uncollectible. Such sales, which represent
a form of off-balance-sheet financing, are recorded as a reduction of
accounts and notes receivable in the statement of financial position,
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and changes in such amounts are included in cash provided by operating
activities in the statement of cash flows. Discounts and fees refated to
these sales were immaterial in 2004 and 2003 and totaled $1 million in
2002, and were included in other income/expense in the statement of
income. In the event that either Pactiv or the third-party purchase»r of
the trade receivables were to discontinue this program, the company's
debt would increase or its cash balance would decrease by an amount
corresponding to the level of sold receivables at such time.

Inventories

Inventories are stated at the lower of cost or market. A portion of
inventories (52% and 53% at December 31, 2004, and 2003, respec-
tively) are valued using the last-in, first-out method of accounting. All
other inventories are valued using first-in, first-out (FIFO) or average-cost
methads. If FIFO or average-cost methods had been used to value all
inventories, the total inventary balance would have been $54 million
higher at December 31,2004, and $3 million higher at December 31, 2003.

Property, Plant, and Equipment, Net

Depreciation is recorded on a straight-line basis over the estimated
useful lives of assets. Useful lives range from 10 to 40 years for
buildings and improvements and from 3 to 25 years for machinery and
equipment. Depreciation expense totaled $152 million, $146 million,
and $140 miltion for the years ended December 31, 2004, 2003, and
2002, respectively.

The company capitalizes certain costs related to the purchase and
development of software used in its business. Such costs are amortized
over the estimated useful lives of the assets, ranging from 3 to 12
years. Capitalized software development costs, net of amortization,
were $47 million and $53 million at December 31, 2004, and 2003,
respectively.




The company periodically reevaluates carrying values and estimated
useful lives of long-lived assets to determine if adjustments are
warranted. The company uses estimates of undiscounted cash flows
from long-lived assets to determine whether the book value of such
assets is recoverable over the assets’ remaining useful lives.

Goodwill and intangikies, Net

in July 2001, the Financial Accounting Standards Board (FASB) issued
Statement of Financial Accounting Standards (SFAS) No. 142, “Goodwill
and Other Intangible Assets.” SFAS No. 142 does not permit goodwill
and indefinite-lived intangibles to be amortized and requires that
these assets be reviewed at least annually for possible impairment.
The company's annual review for possible impairment of goodwill
and indefinite-lived intangibles is conducted in the quarter ending
December 31, or earlier as warranted by events or changes in circum-
stances. Possible impairment of goodwill is determined using a
two-step process. The first step requires that the fair value of individual
reporting units be compared with their respective carrying values. If
the carrying value of a reporting unit exceeds its fair value, a second
step is performed to measure the amount of impairment, if any. This
second step requires that the fair value of a reporting unit be allocated
to all of the assets and liabilities of that unit, including definite- and
indefinite-lived intangibles. Any remaining fair value is the implied
goodwill of the reporting unit, which is then compared with the carrying
value of goodwill to determine possible impairment. In determining
the fair value of tangible assets, the company obtains appraisals from
independent valuation firms. Similarly, the impairment test for definite-
and indefinite-lived intangible assets requires that their fair values be
compared with their carrying values. If the carrying value of an intangible
asset exceeds its fair value, an impairment equal to the excess is
recognized. Estimates of fair value used in testing goodwill and
indefinite-lived intangible assets for possible impairment are
primarily determined using projected discounted cash flows, along
with other publicly available market information. These approaches
use estimates and assumptions, including the amount and timing of
projected cash flows, discount rates reflecting the risk inherent in
future cash flows, perpetual growth rates, and appropriate market
comparables. Intangible assets that are not deemed to have an
indefinite life will continue to be amortized over their useful lives. See
Note 8 to the financial statements for additional information.

The company is subject to a variety of environmental and pollution-
control laws and regulations in all jurisdictions in which it operates.
Where itis probable that related liabilities exist and where reasonable
estimates of such liabilities can be made, Pactiv establishes associated
reserves. Estimated liabilities are subject to change as additional
information becomes available regarding the magnitude of possible
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clean-up costs, the expense and effectiveness of alternative clean-up
methods, and other possible liabilities associated with such situations.
However, management believes that any additional costs that may
be incurred as more information becomes available will not have a
material adverse effect on the company’s financial position, although
such costs could have a material effect on the company’s results of
operations or cash flows in a particular period.

Revenue Recognition

The company recognizes sales when the risks and rewards of ownership
have transferred to the customer, which is generally considered to
have accurred as products are shipped.

Freight
The company records amounts billed to customers for shipping and

handling as sales, and records shipping and handling expenses as cost
of sales.

General and Administrative Expenses

The company records net pension income as an offset to selling,
general, and administrative expenses. Such noncash income totaled
$48 mitlion, $64 million, and $109 million in 2004, 2003, and 2002,
respectively.

Research and Development

Research and development costs, which are expensed as incurred,
totaled $33 million, $32 million, and $35 million in 2004, 2003, and
2002, respectively.

Advertising

Advertising production costs are expensed as incurred, while
advertising media costs are expensed in the period in which the related
advertising first takes place. Advertising expenses were $12 million,
$7 million, and $17 million in 2004, 2003, and 2002, respectively.

Stock-Based Compensation

In accounting for stock-based employee compensation, the company
uses the intrinsic-value method specified in Accounting Principles
Board (APB) Opinion No. 25, “Accounting for Stock Issued to Employees.”
Shown below are net income and basic and diluted earnings per share
as reported and adjusted to reflect the use of the fair-value method in
determining stock-based compensation costs, as prescribed in SFAS
No. 123, “Accounting for Stock-Based Compensation.”



2004

$ 155 §

2003

183

2002

$ 148

{in millions, except for per-share data)

Netincome

After-tax adjustment of stock-based
compensation costs
Intrinsic-value method 3 4 4

Fair-value method (13) (14) (13)
Pro forma $ 145 § 173 § 139
Earnings per share
Basic $102 §$116 $093
Adjustment of stock-based

compensation costs

Intrinsic-value method 0.02 0.03 0.02

Fair-value method (0.08)  {0.09) (0.08)
Proforma $09 §$ 110 § 087
Diluted $101 §$114 $092
Adjustment of stock-based

compensation costs

Intrinsic-value method 0.02 0.03 0.02

Fair-value method (0.08)  (0.09) (0.08)
Proforma $095 $108 ¢ 086
Income Taxes

The company utilizes the asset and liability method of accounting for
income taxes, which requires that deferred-tax assets and liabilities
be recorded ta refiect the future tax consequences of tempaorary timing
differences between the tax and financial-statement basis of assets
and liabilities. Deferred-tax assets are reduced by a valuation
allowance if management determines that it is more likely than not
that a portion of deferred-tax assets will not be realized in a future
period. Estimates used to recognize deferred-tax assets are subject to
revision in subsequent pericds based on new facts or circumstances.

The company does not provide for U.S. federal income taxes on
unremitted earnings of foreign subsidiaries in that it is management’s
present intention to reinvest those earnings in foreign operations.
Unremitted earnings of foreign subsidiaries totaled $157 million
and $128 million at December 31, 2004, and December 31, 2003,
respectively. The unrecognized deferred-tax liability associated with
unremitted earnings totaled approximately $42 million and $25 miltion
at December 31, 2004, and December 31, 2003, respectively.

In Octaber 2004, the American Jobs Creation Act of 2004 was enacted.
The Act provides a temporary incentive to U.S. corporations to repatriate
accumulated income earned abroad by allowing them to claim a
deduction of 85% of dividends received for certain dividends from
controlled foreign corporations. The provision is subject to several
limitations, and, uncertainty currently exists with respect to how to
interpret numerous provisions in the Act. As a result, the company is
not yet able to determine whether, and to what extent, it will repatriate
foreign earnings that have not yet been remitted to the United States.
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Earnings Per Share

Basic earnings per share is computed by dividing income available to
common sharehalders by the weighted-average number of shares
outstanding. Diluted earnings per share is calculated in the same
manner; however, adjustments are made to reflect the potential
issuance of dilutive shares.

Risk Management

From time to time, the company uses derivative financial instruments,
principally foreign-currency purchase and sale contracts with terms of
less than 1 year, to hedge its exposure to changes in foreign-currency
exchange rates. Net gains or losses on such contracts are recognized
in the income statement as offsets to foreign-currency gains or losses
on the underlying transactions. In the statement of cash flows, cash
receipts and payments related to hedge contracts are classified in the
same way as cash flows from the transactions being hedged.

Interest-rate risk management is accomplished through the use of
swaps. Gains and losses on the settlement of swaps are amortized
over the remaining lives of underlying assets or liabilities.

From time to time, the company employs commodity forward or other
derivative contracts to hedge its expasure to adverse changes in the
price levels of certain commodities. These instruments are intended to
limit the Upside risk on purchases of such commadities used in the
company’s production processes.

Gains and losses on derivative contracts were nat material in 2004,
2003, and 2002. The company does not use derivative financial
instruments for speculative purposes.

Changes in Accounting Principles

inJuly 2001, the FASB issued SFAS No. 141, “Business Combinations,”
and SFAS No. 142. SFAS No. 141 requires that business combinations
initiated after June 30, 2001, be accounted for using the purchase
method of accounting and broadens the criteria for recording intangible
assets separate from goodwill. SFAS No. 142 does not permit goodwill
and certain intangibles to be amortized, but requires that an impairment
loss be recognized if recorded amounts exceed fair values. Effective
January 1, 2002, the company adopted SFAS No. 142, and recorded a
goodwill-impairment charge of $83 million, $72 mitlion after tax, or
$0.45 per share, in the first quarter of 2002. See Naote 8 for additional
information.

In January 2003, the FASB issued Financial Interpretatian {FIN) No. 46,
“Consolidation of Variable Interest Entities.” FIN No. 46 addresses
accounting for variable interest entities (VIEs), defined as separate
legal structures that either do not have equity investors with vating
rights or have equity investors with voting rights that do not provide
sufficient financial resources for entities to support their activities.
FIN No. 46 requires that {1) companies consolidate VIEs if they are
required to recognize the majority of such entities’ gains and losses
and (2) disclosures be made regarding VIEs that companies are not
required to consolidate but in which they have a significant variable




interest. Consolidation requirements apply immediately to VIEs created
after January 31, 2003, and to existing VIEs in the first fiscai year or
interim period ending after December 15, 2003. Certain of the disclosure
requirements apply to financial statements issued after January 31,
2003, regardless of when VIEs were created. Upon Pactiv's December
31, 2003, adoption of FIN No. 46, the company consolidated a VIE
associated with properties covered by its synthetic-lease facility,
resulting in an increase in long-term debt and property, plant, and
equipment of $169 million and $150 million, respectively. Consolidation
of the VIE also required the company to recognize, as a cumulative
effect of change in accounting principles, depreciation expense on the
leased assets from lease inception to December 31, 2003, of $19 million,
$12 million after tax, or $0.07 per share. Consolidation of the VIE
associated with the company's synthetic-lease facility lowered 2004
net income by approximately $3 miilion, or $0.02 per share.

In December 2004, the FASB issued SFAS No. 123(R), “Share-Based
Payment.” SFAS No. 123(R) requires that the fair value of all share-
based payments to employees, including grants of stock options, be
recognized in the financial statements, and supercedes APB No. 25,
which required that the “intrinsic value” methad be used in determining
compensation expense for share-based payments to employees. Under
SFAS No. 123(R), employee-compensation expense is based on the
grant-date fair value of the award and is recognized in the statement of

income over the period during which an employee is required tc provide
service (normally the vesting period). SFAS No. 123(R) is effective as
of the beginning of the first interim or annual period after June 30,
2005. The impact of adopting SFAS 123(R} cannot be predicted at this
time, since it depends on levels of future share-based payments.
However, if the company had adopted SFAS 123(R) in prior periods, the
impact of adoption would have paralleled impacts described under the
caption "Stock-Based Compensation” of this footnote. SFAS No. 123 (R}
also requires the benefits of tax deductions in excess of recognized
compensation cost be reported as cash flow from financing activities, rather
than its current classification in cash flow from operating activities. It is not
possible to predict these amounts, since they depend on the timing of
employee stock option exercises. Amounts recognized for such excess tax
deduction benefits were $6 million, $3 million, and $1 million in 2004, 2003,
and 2002, respectively.

Estimates

Financial-statement presentation requires management to make
estimates and assumptions that affect reported amounts for assets,
liabilities, sales, and expenses. Actual results may differ from such
estimates.

Reclassifications

Certain prior-year amounts have been reclassified to conform to
current-year presentation.

>NOTE3 Restruelr ng and Jther

In the first quarter of 2004, the company announced a restructuring
program to rationalize excess manufacturing capacity and reduce
overhead costs, and to reinvest a portion of the related savings in
strategic growth initiatives. In this connection, the company recorded
restructuring and other charges totaling $93 million, $58 million after
tax, or $0.38 per share in 2004. The principal strategic objectives of
the program are to (1) rationalize inefficient manufacturing assets, pri-
marily certain molded-fiber facilities in North America and the United
Kingdom; (2) reduce overhead in saveral areas of the business, thereby
eliminating non-value-added activities; (3) increase the number of
new product launches over the next several years; and (4} increase the
value of the Hefty® brand. Implementation of the program resulted in
the elimination of approximately 1,000 salaried and hourly positions
worldwide. The total cost of the restructuring program is expected to be
approximately $96 million, $60 million after tax, or $0.38 per share, cover-
ing severance, asset write-offs, and other, which consists principally
of asset removal costs, including asbestos insulation abatement and
associated expenses at the company's closed molded-fiber facility in the
United Kingdom. The majority of the program was executed in the second
quarter of 2004, with the balance expected to be completed in 2005.

After-tax cash payments related to the restructuring and other actions
totaled $12 million for full-year 2004.

The following summarizes actual and expected impacts of restructuring
and related actions.

Asset

{In millions) Severance write-offs Other (1) Total
Accrued restructuring balance

atJanuary 1,2004 8 — 8 — &8 — & —
Additions/adjustments to

the account

Consumer Products 4 — — 4

Foodservice/Food Packaging 8 18 5 K]

Protective and

Flexible Packaging 12 9 34 55

Other — — 3 3

Total additions/adjustments 24 27 42 93
Cash payments (21) — (34) (55}
Charges against assetaccounts ~ — {27) — {27)
Accrued restructuring balance

at December 31, 2004 $§ 38§ — & 8 8§ N
Projected total restructuring

program costs

Consumer Products ¢ 4 8§ — 8 — § 4

Foodservice/Food Packaging 8 18 6 32

Protective and

Flexible Packaging 12 9 36 57

Other — — 3 3
Total $ 24 § 27§ 45 § 96

(1) Consists principally of asset removal costs, including asbestos insulation abatement and
assaciated expenses at the company s closed motded-fiber facility in the United Kingdom.




>NOTE4  Acquisiticns ond Bispasitions

On June 18, 2002, the company purchased Winkler Forming Inc., a
leading thermoformer of amorphous polyethylene terephthalate
{APET) products for food packaging, for $78 million. During the third
quarter of 2002, the company received $3 million from the seller in
interim settlement of working-capital amounts. Appraisals of the
fair-market value of the assets and liabilities acquired were finalized
during the second quarter of 2003, resulting in related goodwill being
reduced by $14 million and property, plant, and equipment and intangible
assets both being increased by $7 million.

On Gctober 21, 2002, Pactiv purchased a 70% interest in the stock of
Mexico-based Central de Bolsas, S.A. de C.V. {Jaguar), a leading
thermoformer of high-impact palystyrene (HIPS) cold cups and plates
and polystyrene foam foodservice/food packaging. For this interest,
Pactiv paid $31 million to the shareholders of Jaguar and made a $20
million equity investment in Jaguar. On August 8, 2003, the company
acquired the remaining 30% of the stack of Jaguar for $22 million,

making it a wholly-owned subsidiary of Pactiv. At December 31, 2003,
the alfocation of the purchase price to the net assets of Jaguar and the
related recognition of $12 million of goodwill were based on preliminary
estimates of the fair-market value of the assets and liabilities
acquired, and, therefore, were subject to revision upon receipt of final
appraisals. Appraisals of the fair-market value of the assets acquired
were finalized during the 2004, resuiting in related goodwill being
increased by $10 million, and property, plant, and equipment being
decreased by $10 million.

On October 27, 2003, Pactiv purchased, for $60 million, the plastic-
packaging assets of Rock-Tenn Company, which are used in the
manufacture of APET and polypropylene products for food packaging.
Appraisals of the fair-market value of the assets acquired were finalized
during the second quarter of 2004, resulting in related goodwill being
reduced by $6 million, and property, plant, and equipment and intangible
assets being increased by $5 million and $1 million, respectively.

>NOTES Lomg-Term 'ell

INATEEPN
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Long-Term Debt Short-Term Debt
December 31 {in millions) 2004 2003 December 31 {inmillions) 2004 2003
Pactiv Corporation Current maturities of long-term debt $ 468 § 1
Notes due 2005, effective interestrateof 7.2% $ 299 § 297 Other 4 4
Notes due 2007, effective interest rate of 8.0% 98 98 Total short-term debt $472 § 5
Debentures due 2017, effective interestrate of 8.1% 300 300
Debentures due 2025, effective interest rate of 7.9%, The company uses lines of credit and overnight barrowings to finance
net of $1 million of unamortized discount 275 275 certain of its short-term capital requirements. Information regarding
Debentures due 2027, effective interest rate of 8.4%. short-term debt excluding current maturities of long-term debt is
net of $4 million of unamortized discount 196 196
Debentures due 2005, effective interest rate shown below.
based on LIBOR plus 199, 169 169 (Dollars in millions) ) 2004 {(a) 2003 (a)
Subsidiaries Borrowings at end of year $ 4 % 4
Notes due 2005 through 2006, average effective Weighted-average interest rate on borrowings
interest rate of 3.6% in 2004 and 4.9% in 2003 — 2 atend of year 5.3% 7.2%
Less current maturities (468) (1 Maximum month-end borrowings during year 6 6
Total long-term debt $ 869 $1336 Average month-end borrowings during year 4 4
Weighted-average interest rate on average
Aggregate maturities of debt outstanding at December 31, 2004, were month-end borrowings during year 58%  8.5%

$468 million, $99 million, and $776 million for 2005, 2007, and
thereafter, respectively.

As December 31, 2004, the company was in full compliance with
financial and other covenants in its various credit agreements.
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(a) Includes borrowings under committed credit facilities and uncommitted lines of credit.

In 1999, the company's former parent, Tenneco Inc. {Tenneco) realigned
certain of its debt in preparation for the spin-off of Pactiv. In conjunction
with this realignment, the company paid bank-facility fees of $10 miliion
and entered into an interest-rate swap to hedge its exposure to
interest-rate movement. The company settled this swap in November
1999 at a loss of $43 million. Both the loss on the swap and the
bank-facility fees are being recognized as additional interest expense
over the average life of the underlying debt.




->NOTE6 Fingnec 2 aslruments

Asset and Liability Inztruments

AtDecember 31, 2004, and 2003, the fair value of cash and temporary
cash investments, short- and long-term receivables, accounts
payable, and short-term debt were considered to be the same as, or
not materially different than, amounts recorded for these assets and
liabilities. The fair value of long-term debt at December 31, 2004, and
2003, was approximately $1.071 billion and $1.535 billion, respectively,
compared with recorded amounts of $869 million and $1.336 bitlion,
respectively. The fair value of long-term debt was based on quoted
market prices for the company’s debt instruments.

Instruments with Gff-Balance-Sheet Risk
{Including Derivatives)

The company utilizes derivative instruments, principally swaps,
forward contracts, and options, to manage its exposure to movements
in foreign-currency values, interest rates, and commodity prices.
These derivatives are either designated primarily as cash-flow hedges,
in that the company's strategy in entering into such transactions is to
limit the variability of expected future cash fiows, or not designated as
hedging instruments. Changes in the fair value of the company’s
cash-flow hedges are reported as other comprehensive income and
are recognized in the income statement in the period in which the
hedging transactions affect earnings. Net gains or losses on derivatives
not designated as hedges are recognized in the income statement as
offsets to gains or losses an the underlying transactions. Amounts
recognized in earnings related to the company’s hedging transactions
were not material in 2004, 2003, or 2002.

From time to time, Pactiv enters into foreign-currency forward con-
tracts with terms of less than 1 year to mitigate its exposure to
exchange-rate changes related to third-party trade receivables and
accounts payable. The following table summarizes open foreign-
currency contracts as of December 31, 2004,

Notional amount

{In mitlions) Purchase Sell

Foreign-currency contracts

Euros $ 72 § 36

British pounds 34 67

Czechkorunas — 1

Hungarian forints 2 3
$ 108 § 107

Based on exchange rates at December 31, 2004, the cost of replacing
these contracts in the event of nonperformance by counter parties
would not be material.

Lines of Credit and Guarantees

From time to time, the company utilizes various lines of credit, backed
by payment and performance guarantees, to finance operations of its
foreign subsidiaries. These lines of credit are mainly used as overdraft
and foreign-exchange settiement facilities and are in effect until
cancelled by one or both parties. Performance under the guarantees
would be required if subsidiaries failed to satisfy their obligations. At
December 31, 2004, total available lines of credit were $19 milfion;
however, no amounts were outstanding under the company's guaranteed
lines of credit at that date.

>NOTE7 [mvcalor s

December 31 {Inmillions) 2004 2003

Finished goods $ 216 § 245

Work in pracess 69 57

Raw materials 82 69

Other materials and supplies 39 28
$ 406 3 399

T2 o i

>NOTE8 Goodw !l =xd migrgible Assets

On January 1, 2002, the company adopted SFAS No. 142. Following
this adoption, the company reviewed recorded goodwill for possible
impairment by comparing the fair value and carrying value of goodwill
for each reporting unit. Fair value was determined using the income
approach. Goodwill was found to be impaired for certain Protective
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and Flexible Packaging businesses that were acquired prior to the
company’s spin-off from Tenneco. Faced with increased competition,
these businesses experienced lower aperating margins, and, as @
result, the company recorded a goodwill-impairment charge of $83
million, $72 million after tax, or $0.45 per share, in the first quarter of
2002. Further impairment of goodwill did not occur in either 2003 or 2004.




Changes in the carrying value of goodwill during 2003 and 2004 by
operating segment are shown in the following table.

Foadservice/ Protective

Consumer Food and Flexible

{In millions) Products Packaging Packaging Total
Balance, December31,2002 $ 136 $ 302 $ 174 §$ 612
Goodwill additions — 28 1 29
. Goodwill adjustment—

prior acquisitions — {14) (1) {15)
Currency-translation adjustment  — 4 13 17
Balance, December31,2003 $ 136 $ 320 §$ 187 § 643
Goodwill adjustment —

prior acquisitions — 4 — 4
Currency-translation adjustment ~ — 2 8 10
Balance, December31,2004 § 136 § 326 $ 195 §$ 657

Details of intangible assets at December 31, 2004, and 2003, are
shown in the following table.

December 31 (Inmillions| 2004 2003
Accum- Accum-
ulated ulated
Carrying amorti- Carrying amorti-
amount zation Amount zation
Intangible assets subject
to amortization
Patents $ 8 § 47 § 8 § 42
Other 177 66 179 54
262 13 264 36
Intangible assets not subject
t0 amortization
(primarily trademarks) 131 — 130 —
Total intangible assets $ 393 $ 113 § 394 § %

The weighted-average amortization period used for patents and other
intangible assets subject to amortization is 15.9 years and 20.9 years,
respectively. Amortization of intangible assets was $17 million for the
year ended December 31, 2004. Amortization expense is estimated to
total $15 million, $13 million, $13 million, $12 million, and $12 million
for 2005, 2008, 2007, 2008, and 2009, respectively.

>NOTES  Propesty, Plarnd, and Eccizment, Nat
December 31 {In miilions} 2004 2003
Original cost
Land, buildings, and improvements $ 745 § 735
Machinery and equipment 1,654 1,653
Other, including construction in progress m 102
2510 2490
Less accumulated depreciation and amortization (1,065) (968)
$1,445 $1,522

Capitalized interest was $2 million in 2004 and $4 million in both 2003
and 2002.

>NOTE10 [mcome Tanzs

The domestic and foreign components of income from cantinuing
operations before income taxes were as follows:

Following is a comparative analysis of income-tax expense related to
continuing operations.

{In millions) 2004 2003 2002 in milliens} 2004 2003 2002

U.S. income before income taxes $ 256 $ 280 § 325 Current
Foreign income (loss) before income taxes (12) 34 42 Federal $ 30 § 62 % 26
Total income from continuing operations Statg and local 1 10 10
before income taxes $ 244 § 314 § 367 Foreign 25 13 9
56 85 45

Deferred
Federal 40 31 87
State and local 6 1 6
Foreign (12) 1 8
34 33 101

Total income-tax expense —

continuing operations $§ 9 $ 118 $ 146
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Areconciliation of the difference between the U.S. statutory federal
income-tax rate and the company's effective income-tax rate is shown
in the following table.

2004 2003 2002
U.S. statutory federal income-tax rate 350% 350% 350%
Increase (decrease) in income-tax rate
resulting from:
Foreign income taxed at various rates 6.4 07 05
State and local taxes on income,
netofU.S. federal income-tax benefit 2.0 21 239
Foreign branch losses (4.8) — —
Research and development credit (2.5) (0.5) —
Other 0.6 04 1.6
Effective income-tax rate 367% 377% 40.0%

Summarized below are the components of the company’s net
deferred-tax liabilities.

December 31 (Inmillions} 2003 2003
Deferred-tax assets
Tax-loss carryforwards
State and local $ 5 § 1
Foreign 46 16
Pensions 16 1M
Post-retirement benefits 34 33
Other items 57 52
Valuation allowance (1) (38) (14}
Total deferred-tax assets 180 199
Deferred-tax liabilities
Property and equipment 318 282
Other items 81 83
Total deferred-tax liabilities 399 365
Net deferred-tax liabilities $ 219 § 166

(1) Related to state and foreign tax-loss carryforwards.

State tax-loss carryforwards at December 31, 2004, ($58 million)
will expire at various dates from 2005 to 2011. Foreign tax-loss
carryforwards at December 31, 2004, totaled $154 million, of which
$74 million will expire at various dates from 2006 to 2015, with the
baiance having unlimited lives.

- e n
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>NOTE 11

The company has 350 million shares of common stock ($0.01 par value)
authorized, of which 148,711,815 shares were issued and outstanding
as of December 31, 2004,

Reserves

Reserved shares at December 31, 2004 were as follows:

{In thousands}

Thrift plans 1,397
2002 incentive-compensation plan 24,107
Employee stock-purchase plan 2,135

27,639

Stock Plans

2002 Incentive-Compensetion Plan - In November 1999, the company
initiated a stock-ownership plan that permits the granting of a variety
of awards, including common stock, restricted stock, performance
shares, stock-appreciation rights, and stock options to directors,
officers, and employees. In May 2002, the 1999 plan was succeeded
by the 2002 incentive-compensation plan, and all share balances
under the 1999 plan were transferred to the new plan, which will
remain in effect until amended or terminated. Under the 2002 plan, up
to 27 million shares of common stock can be issued (including shares
issued under the prior plan), of which 19 million were issued or granted
as of December 31, 2004.
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Restricted-stock, performance-share, and stock-option awards generally
require that, amaong other things, grantees remain with the company
for certain periods of time. Performance shares granted under the plan
vest upon the attainment of specified performance goals in the 3 years
following the date of grant.

Changes in performance-share balances were as follows:

Performance shares

Outstanding, January 1, 2003 616,592
Granted 366,242
Canceled (12,000}
Vested (265,508}

Qutstanding, December 31, 2003 705,326
Granted 218,761
Canceled {31,648)
Vested (260,053)

COutstanding, December 31, 2004 632,386

The weighted-average grant date fair value of performance shares
issued in 2004, 2003, and 2002 was $22.06, $20.72, and $16.88 per
share, respectively.



Summarized below are changes in stock-option balances.

Shares w‘:’f::::e The weighted-average fair value of options granted in 2004 ($7.83),
OUP';:’:; °"°:r§z: 2003($6.90), and 2002 ($6.17) was determined using the Black-Scholes
option-pricing model with the followi mptions:
Outstanding, January 1, 2003 14,187,373 $21.19 pron-pricing ' & foflowing assumpti
P 2004 2003 2002
2003 activity
Granted 2315714 2025  Actuarial assumptions
Exercised (972551) 1327 Risk-free interest rate 3.4% 3.0% 3.0%
Canceled (559,667)  32.48 Life (years) 4.5 44 44
HN 0, 0 0
Outstanding, December 31, 2003 14970868 2113 —olatility 341% 363% 387%
Exercisable, December 31, 2003 10,518,208 2213
Qutstanding, January 1, 2004 14,970,869  21.13
2004 activity
Granted 2,049,676 23.97
Exercised (1,720,752)  14.30
Canceled (982,205) 27.91
Outstanding, December 31, 2004 14,317,588 21.89
Exercisable, December 31, 2304 10,376,435 21.94
Stock options expire 10 to 20 years following date of grant and vest
over periads ranging from 1to 3 years.
Summarized below is information regarding stock options outstanding and exercisable at December 31, 2004.
Outstanding options Exercisable options
Weighted-
avarage Weighted- Weighted-
remaining average average
Number contractual life exercise price Number exercise price
Range of exercise price
$7t0812 1,059,792  5.8vyears $11.59 1,059,792 $11.59
$13t0$21 8,044,770 69 16.69 6,131,082 15.83
$221t0 $29 2,039,012 97 23.98 11,547 23.24
$301t0 %37 1,522,434 91 3420 1,522,434 34.20
$3810 %45 1,651,580 6.5 39.97 1,651,580 39.97
14,317,588 10,376,435

See Note 2 for additiona! information regarding accounting for
stock-based employee compensation.

Employee Stock-Purchase Plan - The company has a stock-purchase
plan that allows U.S. and Canadian employees to purchase Pactiv
common stock at a 15% discount, subject to an annua! limitation of
$25,000. In 2004, 2003, and 2002, employees purchased 270,298,
333,239, and 401,469 shares of stock, respectively, at a weighted-
average price of $19.52, $17.38, and $14.68 per share, respectively.

Employee 401(k) Plans - The company has gualified 401(k) plans for
employees under which eligible participants may make contributions
equal to a percentage of their annual salary. A portian of such contri-
butions are matched by the company in the form of Pactivcommon
stock. The company or plan participants may contribute additionat
amounts in accordance with the plans’ terms. In 2004, 2003, and 2002,
the company incurred 401(k) plan expenses of $11 million, $13 million,
and $12 million, respectively.
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Grantor Trust - In November 1999, the company established a grantor
trustand reserved 3,200,000 shares of Pactivcommon stock for the
trust. These shares were issued to the trust in January 2000. This
so-called “rabbi trust” is designed to assure the payment of deferred-
compensation and supplemental pension benefits. These shares are
not considered to be outstanding for purposes of financial reporting.

Qualified Offer Rights Plan

In November 1999, Pactiv adopted a qualified offer rights pian (QORP}
to deter coercive takeover tactics and to prevent a potential acquirer
from gaining control of the company in a transaction that would not be
in the best interest of shareholders. Under the plan, if a person
becomes the beneficial owner of 20% or more of the company's
outstanding common stock, other than pursuant to a qualified offer,
each right entities its hoider, other than the 20% or more holder, to
purchase common stock having a market value of twice the right’s
EXercise price.




Rights are not exercisable in connection with a qualified offer, which
isdefined as an all-cash tender offer for all outstanding shares of common
stock that is fully financed, remains open for a period of at least 60
business days, results in the offeror owning at least 85% of the common
stock after consummation of the offer, assures a prompt second-step
acquisition of shares not purchased in the initial offer at the same
price as in the initial offer, and meets certain other requirements.

In connection with the adoption of the QORP, the board of directors also
adopted an evaluation mechanism that calls for an independent board
committee to review, on an ongoing basis, the QORP and developments
in rights plans in general and, if it deems appropriate, to recommend
modification or termination of the pian. The independent committee is
required to report to the board at |least every 3 years as to whether the
QORP continues to be in the best interest of shareholders.

Earnings Per Share

Earnings from continuing operations per share of common stock outstanding were computed as follows:

{in millions, except share and per-share data) 2004 2003 2002
Basic earnings per share
Income from continuing operations $ 155 $ 195 § 220
Average number of shares of common stock outstanding 151,289,798 157,932,323 158,618,274
Basic earnings from continuing operations per share $ 1.02 $ 123 $ 1.38
Diluted earnings per share
Income from continuing operations $ 155 § 195 $ 220
Average number of shares of common stock outstanding 151,289,798 157,932,323 158,618,274
Effect of dilutive securities
Stock options 2,033,810 1,726,512 1,579,885
Performance shares 439,548 484,765 414916
Average number of shares of comman stock outstanding including dilutive securities 153,763,156 160,143,600 160,613,075
Diluted earnings from continuing operations per share $ 1.0 $ 1.2 $ 137

In 2004, the company acquired 10,148,500 shares of its common stock
atan average price of $22.71 per share (total cutlay of $230 million).
During 2003, the company repurchased 4,312,600 shares at an average

price of $20.24 per share (total outlay of $87 million). In 2002, the
company acquired 2,119,009 shares of its common stock at an average
price of $19.20 per share, for a total outlay of $40 million.

SNOTE12 Prafe-r- §roelk

Pactiv has 50 million shares of preferred stock ($0.01 par value)
authorized, none of which were issued at December 31, 2004, The
company has reserved 750,000 shares of preferred stack for the QORP.

>NOTE13 Winority interest

In October 2002, Pactiv acquited a 70% interest in Central de Bolsas,
S.A. de C.V. {Jaguar), and purchased the remaining 30% interest in
that company in August 2003.

>NOTE14 Parsic .

cmnand her Post-reticement Senelils
The company has pension plans that cover substantially all of its
employees. Benefits are based on years of service and, for most
salaried employees, final-average compensation. The company’s
funding policy is to contribute to the plans amounts necessary to satisfy
requirements of applicable laws and regulations. Plan assets consist
principally of equity and fixed-income securities and included
4,110,058 shares of Pactiv stock with a fair-market value of $104 million
at December 31, 2004. These shares were contributed to the plans by
Tenneco prior to the spin-off. Effective with the spin-off, Pactiv
became the sponsor of Tenneco’s retirement plans, receiving related
assets and assuming the obligation to provide pension benefits to
participating employees of Tenneco Automotive Inc. and certain
former subsidiaries and affiliates of Tenneco. For Tenneco Automotive

Inc. employees, benefits accrued under these plans were frozen as of
November 30, 1999. The company uses a September 30 measurement
date for its plans. Effective December 31, 2004, after the company’s
September 30, 2004, measurement date, the caompany's two U.S.
qualified pension plans were merged. The merger had no effecton the
participants’ benefits or any other substantive feature of the plans. The
impact of this merger on the company’s financial statements has not
yet been measured and will be reflected in the 2005 financial statements.

The company has post-retirement health-care and life insurance plans
that cover certain of its salaried and hourly employees who retire in
accordance with the various provisions of such plans. Benefits may be
subject to deductibles, co-payments, and other limitations. The company
reserves the right to change post-retirement plans, which are not funded.



On December 8, 2003, the Medicare Prescription Drug, Improvement program on a secondary payor basis or accepting a direct subsidy from
and Modernization Act of 2003 was enacted. The Act expands government to support a portion of the cost of employer programs.
Medicare coverage, primarily by adding a prescription-drug benefit for Pactiv's plans currently provide prescription-drug benefits that
Medicare-eligible participants, starting in 2006. The Act provides i coardinate with the related Medicare benefits. As a result, at
employers currently sponsoring prescription drug programs for  ggntember 30, 2004, the plans accumulated benefit obligation was
Medicare-eligible participants with a range of options for coordination reduced by $8 million. For accounting purposes, this amount will be
with the new government-sponsored program to potentially reduce  yroated asan actuarial gain. The enactment of the Act will also reduce
employers’ costs. These options include supplementing the government 2005's net periodic benefit cost by approximately $1 million.

Financial data pertaining to the company’s pension- and post-retirement benefit plans appears below.

Pension pians Post-retirement plans
{In millions} 2004 2003 2004 2003
Accumulated benefit obligation, September 30 $3,901 $3.847 $ — $ —
Changes in projected benefit obligations
Benefit obligations at September 30 of the previous year 3,909 3,644 105 102
Currency-rate conversion 9 10 — —
Service cost of benefits earned 30 33 1 1
Interest cost on benefit obligations 236 237 6 7
Plan amendments 1 1 —
Actuarial losses 31 241 (6)
Benefits paid (261) (256) (12} {11)
Employee contributions 1 — — —
Participant contributions — — 4 3
Impact of SFAS No. 88(1) (2) (1) — —
Benefit obligations at September 30 $3,954 $3.909 $ 98 $ 105
Changes infair value of plan assets
Fair value at September 3C of the previous year $3,382 $3,057 $ — § —
Currency-rate conversion 5 5 — —
Actual return on plan assets 404 566 — —
Employer contributions (2) 21 9 8 8
Participant contributions 1 1 4 3
Benefits paid (261) {256} (12) (11)
Fair value at September 30 $3,552 $3,382 $ — $ —
Development of amounts recagnized in the statement of financial position
Funded status at September 30 $ (402) $ (527) $ (98} $ (105}
Contributions during the feurth quarter 2 2 2 2
Unrecognized costs
Actuarial losses 1,685 1,737 38 45
Prior-service costs 13 16 (3) {3)
Net amounts recognized at December 31 $1,298 $1,228 $ (61) $ (61)
Amounts recognized in the statement of financial position
Prepaid benefit costs $ 203 $ 187 $ — $§ —
Contributions during the fourth quarter 2 2 2 2
Accrued benefit costs (441) (528) (63) (63}
Intangibie asssts 12 15 — -
Accumulated other comprehensive income 1,522 1,652 — —
Net amount recognized at December 31 $1,298 $1,228 $ (61) $ (61)

(1) SFAS No. 88, “Employers’ Accounting for Settlements and Curtailments of Defined Benefit Pension Plans and for Termination Benefits”

{2) 2004 employer contributions included $12 million contributed by another participating employer.
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The additional minimum liability for the company’s pension plans was
$1.534 billion and $1.567 billion at December 31, 2004, and 2003,
respectively. Other comprehensive income of $19 million after tax was
recognized in 2004 as a result of the decrease in the additional minimum
liability during 2004. The total additional minimum liability recorded in
accumulated other comprehensive income was $975 million after tax
at December 31, 2004.

Benefit payments expected to be made under the pension plans and
post-retirement benefit plans over the next 10 years are summarized
below.

Post-

Pension retirement

{In millions) plans plans
2005 $ 266 § 9
2006 265 7
2007 267 8
2008 269 8
2008 270 8
2010-2014 1,415 42

The company expects to contribute $10 million to its foreign and
non-qualified pension plans and $§3 million to its post-retirement
benefit plans in 2005.

The impact of pension plans on pretax income from continuing
operations was as follows:

{in millions} 2004 2003 2002
Components of periodic benefit
income (expense}
Service cost of benefits earned $ (30) § (33 § (39
Interest cost on benefit obligations (236) (237) (237)
Expected return on plan assets 351 354 385
Amortization of;
Unrecognized net losses (33) {15) —
Unrecognized prior-service costs (4) {5) {5)
Unrecognized net transition
obligations — — 1
Total net periodic benefit income $ 48 § 64 § 109
Pension-plan actuarial assumptions are shown below.
September 30 2004 2003 2002
Actuarial assumptions
Discount rate 6.23% 6.23% 675%
Compensation increases 4.0 40 49
Return on assets 9.0 9.0 9.0

For all of the company's worldwide pension plans, accumulated benefit
obligations totaled $3.901 billion and $3.847 billion at December 31,
2004, and 2003, respectively. For pension plans with accumulated
benefit obligations in excess of plan assets, projected benefit
obligations, accumulated benefit abligations, and fair value of plan
assets were $3.653 billion, $3.601 billion, and $3.163 billion, respectively,
at September 30, 2004, and $3.594 billion, $3.532 billion, and $3.006
billion, respectively, at September 30, 2003.
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“The company's discount-rate assumption for its U.S. plans is based on
the composite yield on a portfolio of high-quality corporate bonds
constructed with durations to match the plans’ future benefit obligations.
In this connection, the company's discount-rate assumption for its U.S.
plans was 6.25% for both 2004 and 2003.

In developing actuarial assumptions for the return on pension-plan
assets, the company receives independent input on asset-allocation
strategies, projections regarding long-term rates of return on various
asset classes, risk-free rates of return, and long-term inflation rates.
Since inception in 1971, the pension plans’ annual rate of return on
assets has averaged 11%. Historically, the plans have invested
approximately 70% of assets in equity securities and 30% in fixed-
income investments. After considering all of these factors, the
company concluded that a 9% rate of return on assets assumption for
its U.S. plans was appropriate for 2004 and 2003.

The company utilizes a market-related method for calculating the
value of plan assets. This method recognizes the difference between
actual and expected returns on plan assets over 5 years. Resulting
unrecognized gains or losses, alang with other actuarial gains and losses,
are amortized using the “corridor approach” discussed in SFAS No. 87.

The weighted-average asset allocations for the company’s U.S.
pension plans at September 30, 2004, and 2003, are summarized below.

2004 2003
Equity securities 700%  65.4%
Fixed-income securities 30.0 34.6
Total 100.0% 100.0%

A mixture of equity and fixed-income investments are used to maximize
the long-term return on pension-plan assets for a prudent level of risk.
Risk talerances are established through careful consideration of plan
liabilities, plan funded status, and company financial condition. The
investment portfolio contains a diversified blend of equity and fixed-
income investments. Equity investments include U.S. and non-U.S.
stocks, as well as growth, value, and small- and large-capitalization
investments. Other asset classes, such as private equity investments,
are used judiciously to enhance long-term returns while increasing
portfolio diversification. Investment risk is measured and monitored
on an ongoing basis through quarterly investment portfolio reviews,
annual liability measurements, and periodic asset/liability studies.
Based on long-term projections and regulations in existence at
December 31, 2004, the company does not expect to be required to
contribute cash to its U.S. qualified pension plans until at least 2014.
The company makes contributions of approximately $4 million annually
to its nongualified retirement plans for supplemental benefits paid to
retirees. The company's foreign subsidiaries contributed $6 million to
various pension plans in 2004.



The impact of post-retirement benefit plans on pretax income from
continuing operations was as follows:

{ln millions) 2004 2003 2002
Service cost of benefits earned 8 18 1 8 1
Interest cost on benefit obligations 6 7 ]
Prior-service costs — 1 2
Losses 4 3 2
Total post-retirement benefit-plancosts $ 11§ 12 § 11

Actuarial assumptions used to determine post-retirement benefit
obligations follow.

A ane percentage-point change in assumed health-care cost inflation
would have the following effects:

1% 1%

{tn millions) increase  decrease
Effect on total service and interest costs $§ 18 ()
Effect on post-retirement benefit obligations 7 7)

The company contributed $8 million in both 2004 and 2003 t¢ fund
post-retirement medical-plan obligations. The company expects to
contribute $9 million to fund its post-retirement medical-plan
obligations in 2005.

2004 2003 2002
Actuarial assumptions
Health-care cost inflation(a) 10.0% 11.0% 12.0%
Discountrate 6.25 6.25 6.75
{a) Assumed todecline to 5% in 2008,
>NOTE15 Segmentarn: Fzograti’c Arse informetion

The company reports the results of its segments in accordance with
SFAS No. 131, “Disclosures About Segments of an Enterprise and
Related Information.” The company has 4 reporting segments:
Consumer Products, which relates principally to the manufacture and
sale of disposable plastic, molded-fiber, pressed-paperboard, and
aluminum packaging products, such as waste bags, tableware,
food-storage bags, and cookware, for consumer markets, such as
grocery stares, mass merchandisers, and discount chains; Foodservice/
Food Packaging, which relates primarily to the manufacture and sale
of various disposable plastic, molded-fiber, pressed-paperboard, and
aluminum packaging products for foodservice and food-packaging
markets, such as restaurants and other institutional-foodservice
outlets, food processars, and grocery chains; Protective and Flexible
Packaging, which relates principally to the manufacture and sale of
plastic, paperboard, and molded-fiber products for protective-packaging
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markets, such as electronics, automotive, furniture, and e-commerce,
and for flexible-packaging applications in food, medical, pharmaceutical,
chemical, and hygienic markets; and Other, which relates to corporate
and administrative-service operations and retiree-benefit income and
expense. The accounting policies of the reporting segments are the
same as those for Pactiv as a whole. Where discrete financial information
is not available by segment, reasonable allocations of expenses and
assets are used.

Products are transferred between segments and among geographic
areas at, as nearly as possible, market value. In bath 2004 and 2003,
Wal-Mart Stares, Inc. accounted for 11.4% of the company’s consoli-
dated sales. These sales were reflected in the results of the Consumer
Praducts and Foodservice/Food Packaging segments. In general, the
company’s backlog of orders is not material.




The following table sets forth certain segment information.

Segment
Foodservice/ Protective
Consumer Food and Flexible
{in millions) Products Packaging Packaging Other Total
AtDecember 31,2004, and for the year then ended
Sales to external customers $ 934 $1,490 ‘$ 958 $ — $3,382
Depreciation and amortization 53 17 32 7 169
Operating income 175(a) 138(b) 20(c) 12(d} 345
Total assets 1,022 1,090 806 823(e) 3,741
Investment in affiliated companies — 2 4 - — 6
Capital expenditures 16 52 28 4 100
Noncash items other than depreciation and amortization — 18 18 (48)(f) 12)
AtDecember 31,2003, and for the year then ended
Sales to external customers $ 888 $1.371 $ 879 $ — $3,138
Depreciation and amortization 5 7 34 7 163
Operating income 195 178(b) 58(c) 35(d) 466
Cumulative effect of changes in accounting principles (3) (6) (n (2) (12)
Total assets 1,005 1,199 773 729(e} 3,706
Investment in affiliated companies — 1 4 — 5
Capital expenditures 24 55 29 4 112
Noncash items other than depreciation and amortization — (1 1 (B4)f) {64)
AtDecember 31,2002, and for the year then ended
Sales to external customers $ 841 $1.221 $ 818 $ — $2,880
Depreciation and amortization 52 69 30 7 158
Operating income 188 158 62(c} 55(d} 483
Cumulative effect of changes in accounting principles — — (72) — {72)
Total assets 960 1,097 713 642(e) 3.412
Investment in affiliated companies — 1 3 — 4
Capital expenditures 18 65 39 3 126
Noncash items other than depreciation and amortization — — {4) (109)() {113}
{a) Includes restructuring and other charges of $4 mitlion in 2004.
() Includes restructuring and other charges of $31 million and 81 million in 2004, and 2003, respectively.
() Includes restructuring and other charges (credits) of $55 million, $1 million, and 8(4) million, in 2004, 2003, and 2002, respectively.
{d) Includes pension-plan income, unallocated corporate expense, and $3 million restructuring and other charges in 2004.
fe) Includes assets related to pension plans and administrative-service operations.
(f] Includes pension-plan income.
The following table sets forth certain geographic area information.
' Geographic area
{In millions} United States Foreign {a) Total
AtDecember 31,2004, and for the year then ended
Sales to external customers (b} $2,607 $ 775 $3,382
Long-lived assets (c} 1,419 306 1,725
Total assets 2,951 790 3,741
AtDecember 31, 2003, and for the year then ended
Sales to external customers (b} $2.412 § 726 $3,138
Long-lived assets {c} 1,464 319 1,783
Total assets 2,938 768 3,706
AtDecember 31,2002, and for the yearthen ended
Sales to external customers {b) $2,286 $ 594 $2,880
Long-tived assets (c) 1,298 304 1,602
Total assets 2,756 656 3.412

fa) Sales to external customers and long-lived asssts for individual countries (primarily in Europe) were not matenial.
{b) Geographic assignment is based on location of selling business.

{c/ Long-fived assets include alf long-term assets other than net assets of discontinued operations, goodwill, intangibles, and deferred taxes.
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>NOTE16 Commitments znd Contingencies
Capital Commitments

The company estimates that the completion of projects authorized at
December 31, 2004, for which commitments have been made,
will require expenditures of approximately $156 million, of which
approximately $141 million is expected to be spent in 2005.

Lease Commitments

Certain of the company’s facilities, equipment, and other assets are
leased under long-term arrangements. Minimum lease payments
under noncancelable operating leases with lease terms in excess of
1 year are expected to total $32 million, $25 million, $22 million,
$18 million, and $15 million for 2005, 2008, 2007, 2008, and 2009,
respectively, and $34 mitlion for subsequent years.

Commitments under capital leases are not significant. Total rental
costs for continuing operations for 2004, 2003, and 2002 were $40 million,
$41 million, and $42 million, respectively, which included minimum
rentals under noncancelable operating leases of $31 million, $37 million,
and $36 million for the respective periods.

Litigation

On November 3, 2003, the company reached an agreement to settle a
civil, class-action lawsuit filed in 1999 against Tenneco, Tenneco
Packaging Inc., and Packaging Corporation of America (PCA), Tenneco’s
former containerboard business (Tenneco Packaging litigation). The
settlement resulted in Pactiv recording a pretax charge of $56 million,
$35 million after tax, or $0.22 per share. This charge included the
establishment of a reserve for the estimated liability associated with
lawsuits filed by certain members of the original class-action who
opted out of the class and filed their own lawsuits. While it is not possible
to predict the outcome of any of these proceedings, the company’s
management, based on its assessment of the facts and circumstances
now known, does not believe that any of these proceedings, individually
orinthe aggregate, will have amaterially adverse effect on the company’s
financial position. However, actuat outcomes may be different than
expected and could have a material effect on the company’s results of
operations or cash flows in a particular period.
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The company is party to legal proceedings arising from its operations.
Related reserves are recorded when it is probable that liabilities exist
and where reasonable estimates of such liabilities can be made. While
itis not possible to predict the outcame of any of these proceedings,
the company’s management, based on its assessment of the facts and
circumstances now known, does not believe that any of these
proceedings, individually or in the aggregate, will have a materially
adverse effect on the company’s financial position. However, actual
outcomes may be different than expected and could have a material
effect on the company’s results of operations or cash flows in a
particular period.

Environmental Matters

In early 2003, the company discovered that certain air emissions at
one of its California plants exceeded permitted levels. The company
reported this matter to the San Joaquin Valley Air Pollution Control
District, and, effective November 2003, entered into a settlement
agreement with that agency regarding the appropriate actions to be
taken to address the matter. This settiement agreement is subject to
the approval of the U.S. Environmental Protection Agency. The company
expects to resolve this matter through discussions with the agency
and does not believe that the costs involved, including any possible
monetary sanctions, will have a materially adverse effect on the
company’s financial position, results of operations, or cash flows.

The company is subject to a variety of environmental and pollution-
control laws and regulations in all jurisdictions in which it operates.
Where itis probabie that related liabilities exist and where reasonable
estimates of such liabilities can be made, Pactiv establishes associated
reserves. Estimated liabilities are subject to change as additional
information becomes available regarding the magnitude of possible
clean-up costs, the expense and effectiveness of alternative clean-up
methods, and other possible liabilities associated with such situations.
However, management believes that any additional costs that may be
incurred as more information becomes available will not have a
materially adverse effect on the company’s financial position, -
although such costs could have a material effect on the company’s
results of operations or cash flows in a particular period.




>NOTE17 Crartzrv Fineneiel Data (Unaudited)

Tenneco Cumulative
Packaging Income effect of
litigation from changes in
Costof Restructuring settlement continuing accounting Net
lin millions) Sales sales and other and other operations principles income
2004
First quarter $ 775 $ 552 $ 70 5 — 5 — § — $ —
Second quarter 858 611 14 — 52 — 52
Third quarter 865 630 2 — 56 — 56
Fourth quarter 884 657 7 — 47 — 47
$3,382 $2,450 $ 93 § — $ 155 $ - $ 155
2003 '
First quarter $ 717 $ 508 $ — $ — $ 44 $ — § 44
Second quarter 810 571 — — 59 — 59
Third quarter 793 550 — 56 26 — 26
Fourth quarter 818 577 — — 66 (12) 54
$3,138 $2.206 § — $ 56 $ 195 $ (12) $ 183
Basic earnings per share Diluted earnings per share
of common stock (a) of common stock {a) Stock price / share
Cumulative Cumulative
effect of effect of
changesin changes in
Continuing accounting Continuing accounting
{Per share} operations principles Netincome operations principles Netincome High Low
2004
First quarter $ — 8 — $8 — $8 — $§ — $ — $23.96 $19.80
Second quarter 0.34 — 0.34 0.33 — 0.33 25.28 21.55
Third quarter 0.38 —_ 0.38 0.37 — 0.37 25.16 22.10
Fourth quarter 0.32 — 0.32 0.3 — 0.31 25.73 22.30
Total year 1.02 — 1.02 1.01 — 1.01
2003
First quarter $ 027 $ — $ 027 $ 027 $ — $ 027 $22.65 $17.55
Second quarter 0.37 — 0.37 0.37 — 037 21.25 18.13
Third quarter 0.17 — 017 0.16 — 0.16 20.90 17.95
Fourth guarter 0.42 (0.07) 035 0.41 (0.07} 0.34 24.03 20.28
Total year 1.23 {0.07) 1.16 1.21 {0.07) 1.14

{al The sum of amounts shown for individual quarters may not equal the total for the year because of changes in the weighted-average number of shares outstanding throughout the year.

>NOTE18 Subscgract bver

On January 21, 2005, the company voluntarily prepaid its $163 million
synthetic-lease financing arrangements, which had a maturity date of
November 4, 2005. The synthetic-lease arrangements covered the
company's headquarters in Lake Forest, lilinois, and distribution
centers in Romeoville, lllinois; Jacksonville, lllinois; Covington,
Georgia; Temple, Texas; and Canandaigua, New York. The company
elected to prepay this amount to reduce interest costs. No prepayment
or early termination penalty was incurred as a resuit of this action.

The preceding notes are an integral part of the foregoing financial statements.
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On March 15, 2005, the company acquired Newspring Industrial Corp.,
a leading manufacturer of thin-wall injection molded polypropylene
products for use in the take-out, delicatessen, and foodservice
markets, for $98 million.




Selected Financiai Data
For the years ended December 317 {in millions, except per-share data) 2004 2003 2002 2001 2000

Statement of Income

Sales
Consumer Products $ 934 $ 888 $ 84 $ 815 $ 785
Foodservice/Food Packaging 1,490 1,371 1,221 1,182 1,416
Protective and Flexible Packaging 958 879 818 815 851
3,382 3,138 2,880 2,812 3,052
Operating income 345 466 463 3N 341
Tenneco Packaging litigation settlement and other — 56 — — —
Interest expense, net of interest capitalized 101 96 96 107 134
Income-tax expense 30 118 146 118 9
Minority interest {1) 1 1 1 3
Income from continuing operations 155 195 220 165 113
Income from discontinued operations, net of income tax — — — 28 134
Cumulative effect of changes in accounting principles, net of income tax — (12} {72) — —
Netincome $ 155 $ 183 $ 148 $ 193 $ 247
Average number of shares of common stock outstanding
Basic 151.290 157.932 158.618 158.833 161.722
Diluted 153.763 160.144 160.613 159.527 161.779
Earnings per share
Basic
Continuing operations $ 1.02 $ 1.23 $ 138 $1.04 $ 0.70
Discontinued operations — — — 0.17 0.83
Cumulative effect of changes in accounting principles — (0.07) (0.45) — —
$ 1.02 $ 116 $ 093 1. $ 1.53
Difuted ‘
Continuing operations $ 1.0 $ 1.2 $ 1.37 $ 1.03 $ 0.70
Discontinued operations — — — 017 0.83
Cumulative effect of changes in accounting principles — {0.07) {0.45) — —

$ 1.0 $ 114 $ 0.92 $ 1.20 $ 1.53

Statement of Financia! Position

Net assets of discontinued operations $ — $ — $ — $ — $ 72
Total assets 374 3,706 3412 4,060 4,341
Short-term debt including current maturities of long-term debt 472 5 13 7 13
Long-term debt 869 1,336 1,224 1,211 1,560
Minority interest 9 8 21 8 22
Shareholders’ equity 1,083 1,061 897 1,689 1,539
Statement of Cash Flows )

Cash provided by operating activities $ 367 $ 336 § 384 $ N $ 290
Cash provided (used) by investing activities (91) {194) (244) {1) 302
Cash used by financing activities {(197) {134) {57) {354) {578)
Expenditures for property, plant, and equipment {100} {112 {126) (145) (135)

Other Information
The company has not paid a cash dividend in any of the past 5 years.

The notes to the financial statements cover changes in accounting principles in Note 2 and reclassifications to components of safes in Note 15.
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Following is a reconciliation of “Free Cash Flow,” (found on pages 4
and 10), which is defined as cash flow from operating activities less
capital expenditures. Both of these measures were calculated in
accordance with generally accepted accounting principies (GAAP).
The company’'s management believes that free cash flow, as defined,
pravides a meaningful measure of the company’s liquidity. The company's
management uses free cash flow as a measure of cash available to
fund early or required debt retirement, incremental investments, or
financing activities, such as, but not limited to, acquisitions and share
repurchases. However, free cash flow has limitations, as it does not
represent residual cash flow available for discretionary expenditures.
Some of the company’s expenditures are mandatory. The amount of
mandatory versus discretionary expenditures can vary significantly
between years.

Details of free cash flow appear below.
{In millions) 2004 2003 2002

Cash provided by operating activities —

GAAP basis $ 367 § 336 $ 384
Less: capital expenditures {100) {112) {126)
Free cash flow $ 267 § 224 § 258

Following is a reconciliation of “Adjusted earnings per share from
operations” (found on page 3). In accordance with GAAP, reported
earnings per share included the after-tax impact of restructuring and
other charges in 2004 and Tennecc Pagkaging litigation settlement
and other in 2003. The company’s management believes that by
adjusting reported diluted earnings per share to exclude the effects of
these items, the resulting metric is a better reflection of the company’s
operating performance. The company’s management uses this metric
to evaluate operating performance, and, along with ather factors, in
determining management compensation.

Details of adjusted earnings per share are shown below:

2004 2003 2002

Diluted earnings per share — centinuing
operations — GAAP basis
Adjustments:
Tenneco Packaging litigation
settlement and other — 0.22 —
Restructuring and other charges 0.38 — {0.01)

$100 $120 §$137

Diluted earnings per share —continuing
operations — GAAP basis, exciuding
restructuring and other charges
and Tenneco Packaging
litigation settlement and other $ 1.39

$ 143 §$ 136

Following is a reconciliation of “Operating Margin” {found on pages
11,15, 18, and 19). Operating margin is calculated by dividing operating
income before restructuring and other charges (reconciled on pages
24 and 25 to amounts calculated in accordance with GAAP) by sales.
The company’'s management believes that operating margin, as defined,
is a more meaningful way of evaluating the company's operating
results. Restructuring and other charges relate to actions that will
have an ongoing effect on the company, and to consider such
charges/credits as being only applicable to 2004 and 2003 could make
the company's operating performance in those periods more difficult
to evaluate, particularly when compared with other periods in which
there were no such items. The company’s management uses operating
margin, as defined, to evaluate operating performance, and, along
with other factors, in determining management compensation.

Details of operating margin are summarized below.

{Dollars in millions) 2004 2003
Sales
Consumer Products $ 934 § 888
Foodservice / Foed Packaging 1,430 1,371
Protective & Flexible Packaging 958 879
Total $3,382 $3,138
Operating income excluding restructuring
and other charges
Consumer Products $ 179 § 195
Foodservice / Food Packaging 169 177
Protective and Flexible Packaging 75 59
Other 15 35
Total $ 438 § 466
Operating margin excluding restructuring
and other charges
Consumer Products 19.2% 22.0%
Foodservice / Food Packaging 1.3 12.9
Protective and Flexible Packaging 78 8.7
Other — _
Total 13.0% 1439%
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